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The knowledge of what to do is the science of ethics and
what the members of a profession have generally ac
cepted as the best practice is the application of ethics.
The most important consideration of every account
ant should be the proper practice of his profession.
There are many times when a practitioner would like
to know what other members of the profession would do
and he may hesitate to consult them. A man does not
like to admit that he is not familiar with ethical procedure
but he will always welcome information in impersonal
print; consequently a brief text upon the general subject
of ethics should be included in the library of every
reputable accountant.
Ethics of a Profession supplies the answers to many
perplexing problems which arise in practice.
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A NEW Special Course • • •

MERGERS and CONSOLIDATIONS
for those preparing for the
MAY A.I.A. and C.P.A. EXAMINATIONS
The Course is based entirely upon new materials prepared by Charles H. Langer, Ph.B., C.P.A. The material in
the new course carries the accountant beyond the propositions generally considered in lectures on mergers and
consolidations. Even some of the common propositions are presented in a new manner — challenging the usual
treatment. The purchase of subsidiary stock at less than book
value is considered in relation to conditions — overvaluation of
assets, advantageous purchase, discount on purchase of stock
Every Lecture in
because of low earning power— the former inevitable "Nega
tive Goodwill" is consigned to oblivion.

MERGERS and
CONSOLIDATIONS

The method of recording profits and losses of subsidiaries on the
books of the holding company is new. The treatment of discount
or premium on intercorporate bond holdings is also new.

Is Amply Illustrated with Prob
lems and Their Solutions

Perhaps the greatest interest and contribution lies in the new
treatment of preparation of consolidated balance sheets involv
ing unilateral, bilateral and multilateral intercorporate stock
holdings, (the latter two commonly termed "interdependent
variables") without the use of consolidated balance sheet work
ing papers, by the "equity ratio" method, a new method which
affords proof of correctness of the majority and minority inter
ests, and greatly lessens the amount of detail work. The alge
braic and the successive trials methods are also presented.
Full discussions are given the treatment of intercompany profits,
where there are minority interests in both the buying and the
selling companies, and the special consideration required
where there are unilateral, bilateral or multilateral intercorporate
stockholdings.

The Author’s Solutions to Problems,
and Answers to Theory Questions,
returned to the student with his lesson
work, constitute a most valuable part
of the Course.

Complete Details Free!
It will pay you to acquaint yourself with the thoroughness
and helpfulness of Mr. Langer's new work: MERGERS
and CONSOLIDATIONS. No obligation is incurred
through asking for particulars. Mail the coupon NOW.

Other Walton Courses
CONSTRUCTIVE ACCOUNTING □
ADVANCED ACCOUNTING AND AUDITING □
COST ACCOUNTING □
BUSINESS LAW □
FEDERAL INCOME TAX ACCOUNTING □
MATHEMATICS OF ACCOUNTING AND FINANCE □
C.P.A. COACHING □

Day and Evening Classes and Home Study Instruction
423-433 McCormick

Charles H. Langer, Ph.B.,
President and
Educational Director

WALTON School
of

Chicago

- Commerce-----

Member National Home Study Council

WALTON SCHOOL OF COMMERCE, 423-433 McCormick Building, Chicago, Illinois
Please send me, without obligation, a complete description of your new Course, MERGERS and CONSOLIDATIONS, also a copy of
your inspirational book, "The Walton Way to a Better Day.”
Name...........................................................................................................................................

!□ HOME

STUDY INSTRUCTION

□ RESIDENT DAY CLASSES
□ RESIDENT EVENING CLASSES

Occupation................................................................................... Age....................................

lf interested in other Walton Courses, check those on the
list above on which you want information; mail with coupon

{

When writing to advertisers kindly mention The Journal of Accountancy

II

THE JOURNAL OF ACCOUNTANCY

Financial
Examinations
F. W. Thornton

S

S

F. W. Thornton, a member of the American Institute of Accountants,
whose experience has been exceptionally wide, has written a text based
upon the Federal Reserve bulletin Verification of Financial Statements,
amplifying the instructions which that pamphlet contains. In the preparation of this book Mr. Thornton has had the advantage of assistance from
many members and employees of the firm with which he is associated and
he has achieved a remarkable success.

Prominent accountants have expressed the opinion that Mr. Thornton’s
book is one of the most concise and informative treatises on the general
subject of auditing ever written. Many firms have already placed orders for
copies of the book in large numbers for use by members of their accounting
staffs. Since publication, sales of the book have exceeded in number the
sales of any other one title of the Publishing Company’s list. Nothing but
favorable comment has been received.
The committee on publication of the American Institute of Accountants cordially recommends to every accountant, experienced and inexperi
enced, this excellent exposition of the duty of the accountant in the field.
The book consists of two hundred and ninety-two pages, contains a comprehensive index and is printed in a size which may be carried in the coat
pocket.
Price $2.00 delivered in the United States and Canada

AMERICAN INSTITUTE PUBLISHING CO., INC.
135 Cedar Street

New York
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The Nature of Dividends
By
GABRIEL A. D. PREINREICH
The American Institute Publishing Co., Inc., has pleasure in an
nouncing forthcoming publication of The Nature of Dividends by
Gabriel A. D. Preinreich, C.P.A., a member of the American
Institute of Accountants and a practising accountant of New York.

The scope of the book and the method of approach are indicated
by the following chapter headings:
Chapter

I — The Investor’s Capital.
II — What Is Income?
III — Dividends in Cash, Property and Evidence of
Indebtedness.
IV

V

VI
VII

VIII
IX

— Stock Dividends.
— Stock Dividends — Continued.
— Stock Rights.

— Warrants.
— Regulation versus Education.
— Distributions in Fiduciary Accounting.
Mathematical Appendix.
Index.

The volume will consist of approximately 230 pages, 6 inches by
9 inches, and will be comprehensively indexed.

The book will be published during the latter part of December.
Orders may now be placed with the American Institute Publish
ing Co., Inc., at $2.50 a copy, delivered in the United States.

American Institute Publishing Co., Inc.
135 Cedar Street

New York, N. Y.
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Third Edition — September, 1928
Second Printing — May, 1930

CPA Newlove’s

Accounting

Theory, Auditing and Problems

A four-volume digest of problems and ques
tions given in 955 C. P. A. examinations by
accountancy boards in 48 states; June, 1929,
papers are included.
The four buckram-bound volumes contain 400
problems and 5,824 questions, classified in re
lated groups, with lectures authenticated by
7,579 specific references to recognized accounting
authorities. Volume II solves problems in Volume
I; Volume IV problems in Volume III. Time
allowances are given so problems may be solved
under C. P. A. conditions.
THE WHITE PRESS COMPANY, INC.,
Departmental Bank Bldg., Washington, D. C.
You may send me on 5 days approval books checked.
□ Complete Set (Four Volumes, 1,871 pages), $15.00
□ Volume I and Solutions (Vol. II), $7.50
□ Volume III and Solutions (Vol. IV), $7.50
I agree to pay for the books or return them postpaid within
five days of receipt.

■

Signed....................................................................................................
Street......................................................................................................
(Sent on approval only in U. S. and Canada)
Write for Illustrative Circular

Accountants'
AVE time; increase your ability to handle ac
counting questions with this great 1740-page
handbook. Modem practice from simple bookkeep
ing to higher accounting — principles, working
procedure, forms, controls, reports, audits, etc.
31 big sections in one handy volume for desk or
brief case — the ACCOUNTANTS’ HANDBOOK.
Widely used by executives, credit men, bankers, as well as
accountants at every stage of experience — over 120,000 copies
bought. Nothing else like it at any price. Write today for free
32-page section, full details, and low cost of this famous book.

S

THE RONALD PRESS COMPANY

Dept. M795,15 East 26th St., Naw York, N. Y.

BOUND VOLUME
of

The Journal of Accountancy
VOLUME LVII
January 1934 to June 1934
$4.00 a Volume

AMERICAN INSTITUTE
PUBLISHING CO., INC.
135 Cedar Street

New York, N. Y.

BASIC STANDARD
COSTS
Control Accounting
for
Manufacturing Industries
BY

ERIC A. CAMMAN

Basic Standard Costs deals with the
principles underlying the application
of a highly useful instrument to all
types of manufacturing industries. It
explains the reasoning upon which the
principles are founded and shows how
operating data are assembled and
analyzed in ways adaptable to condi
tions which are encountered in differ
ent businesses.

The thoroughness with which all phases
of the subject are discussed and the
detailed calculations and descriptions,
in both text and charts, will be wel
comed by all accountants and business
executives.
Some confusion has arisen in recent
years as to just what is meant by stand
ard cost accounting procedure, through
different concepts of the term "stand
ard costs,” which affects both the
accounting treatment and the use of
information compiled. An effort is
made in this book to dispel this con
fusion by clarifying terminology and
bringing out the distinctions between
these concepts.

The volume contains important graphic
illustrations of the application of the
principles of standard costs in various
industries.
232 Pages

Price $3.50

Cloth Bound

American Institute Publishing Co., Inc.
135 Cedar Street
New York
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NEW-NATIONAL
"TUMBLER" ANALYSIS PADS
"EYE-EASE" HAMMERMILL BOND

BOUND WITH COILED WIRE
Sheets Turn Back Easily—Lie Flat
National “Tumbler” Analysis Pads have two new values:

FIRST:

Ruled in restful brown and green color pattern, on green-white
“Eye-Ease” Hammermill Bond, they not only are easy on the eyes,
but also help to promote accuracy.

SECOND:

The new “Tumbler” coiled wire binding, makes sheets turn back
easily and lie perfectly flat for easy writing. Will stand upright
for easy copying of figures.

Available in eight sizes, ruled quadrille, cross section, and in columns 2 to 25,
every fifth faint line heavy, units and item space. 50 sheets to a pad, with attractive
green cover.
Ask stationer for National Series No. 5202E
or write for free sample sheets

NATIONAL

NATIONAL BLANK BOOK COMPANY
Bound Books—Loose Leaf—Visible Records —Machine Bookkeeping Equipment
HOLYOKE
MASS.

NEW YORK
100 Sixth Ave.

CHICAGO
328 S. Jefferson St.
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No “loss-items,” uni
fied trade practices,
revisions in transpor
tation and finance . . .
yes, and a host of named and unnamed
factors are changing the whole com
plexion of business. Territories and
methods must be changed to meet new
conditions. Some old “best-sellers”
dropped; new numbers appear on the
list of profitable products.

Yes . . . all business is changing. And
Modern Management is taking full
advantage of the present situation.
Because it knows its markets, it is in
position to set up sound distribution
. . . where and when profitable. Be
cause it knows its costs, desirable busi
ness is accepted and undesirable busi
ness is politely rejected. Expenses are
budgeted to current trends.
Modern Management requires Powers

Punched Card Methods to keep
abreast of these fast-moving business
factors. After performing routine ac
counting functions quicker and at less
cost, Powers arranges the results in
the form of reports compared and
analyzed. These figures are current . . .
day to day figures. They show manage
ment where to put their pins.
We will gladly send to any major or
department executive a complimentary
copy of our new book “MANAGEMENT
METHODS ... IN THE MODERN MANNER.’’

POWERS
ACCOUNTING

POWERS

MACHINES

Division of

Remington Rand Inc.
BUFFALO

NEW YORK

In addition to Powers Punched Card Accounting
Remington Rand has recently added two new systems
of Remote Control Accounting ... Central Records
and Powers Production Control. Both use standard
Automatic Electric Company’s telephone control
equipment.
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To those who
plan to take
the next C.P.A. examination
N addition to its regular
Course, the International
Accountants Society, Inc.,
offers a special Coaching
Course for Accountants who
are planning to take the C. P.
A. Examination.
This Course will be supplied
only to those who are already
competent accountants, as
no attempt is made to teach
general accounting in this
course. The instruction is
pointed directly at the C. P.
A. Examination.
Something more than a
knowledge of accounting is
necessary to insure success in
the examination room.
Solving examination prob
lems is vastly different from
the usual work of making

I

Particularly noteworthy
features of the training are:

audits, installing systems, or
conducting investigations.
Many men with little or no
practical experience can solve
C. P. A. problems readily—
many others with years of
experience flounder pitifully in
the examination room. WHY?
The candidate is required to
work at top speed. He must
work with limited information.
He has to construct defini
tions. Very often it is neces
sary for him to use unusual
working sheets.
The C. P. A. Coaching
Course given by the Interna
tional Accountants Society,
Inc., prepares you to meet
such conditions. The fee is $42,
and the text consists of twenty
lessons.

100 problems in Practical Accounting
with solutions and comments
100 questions and answers in Account
ing Law
100 questions and answers in Auditing
100 questions and answers in Theory
of Accounts
Elaborate explanations and comments
that include, in addition to the finished
statements or solutions, such items as
suggestions for "Notes to the Examiner,”
working sheets, side calculations, use of
proper terminology, and discussions of
authoritative opinions.
Problems and questions (1) actually
used in a C. P. A. or an A. I. A. examina
tion, or (2) specially prepared to train
the candidate in handling certain points
likely to be encountered in the examination.
Personal correction, criticism, and grad
ing of every examination paper by a
Certified Public Accountant who has him
self passed the C. P. A. examination.
There are sixteen such Certified Public
Accountants on the Active Faculty of the
International Accountants Society, Inc.

A SPECIAL booklet, “How to Prepare for the C.P. A. Examination” is now ready for those
who are interested. For a free copy, just write your name and address below and mail.

International Accountants Society,

inc.

A Division of the ALEXANDER HAMILTON INSTITUTE
To the International Accountants Society, Inc., 3411 South Michigan Avenue, Chicago, Illinois.
Send me the special booklet, “How to Prepare for the C. P. A. Examination,”
which describes your special Coaching Course for Accountants.
Name......................................................................... ............ Company........................................................................ ......

Address ........................................ ..................................... ...................................................................... ....... .........................
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can help you
More and more the business man appreciates that service
which the accountant renders when, as a result of care
fully analyzing the figures, he suggests ways and means
to make the business more profitable.
If much of the mental drudgery of auditing can be elimi
nated, more time is available for the accountant to give
to the broader aspects of his profession—those valuable
services which contribute so much to the betterment of
business. By providing accurate figures, speedily and
economically, mechanical figuring equipment makes the
checking and auditing easier to handle.
That is why so many accountants recommend Burroughs
machines to their clients. Burroughs Adding, Book
keeping, Calculating and Billing Machines are made in
many styles and sizes to handle every figure job.

The Burroughs representative in your community will
be glad to co-operate with you. Let him show you how
Burroughs machines can furnish the figures you need
in rendering service to your clients—and furnish them
in less time and at less expense.

BURROUGHS ADDING MACHINE COMPANY
DETROIT, MICHIGAN
When writing to advertisers kindly mention The Journal

of
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The Journal of Accountancy
Official Organ of the American Institute of Accountants
A. P. Richardson, Editor
[Opinions expressed in The Journal of Accountancy are not necessarily en
dorsed by the publishers nor by the American Institute of Accountants. Articles are
chosen for their general interest, but beliefs and conclusions are often merely those of
individual authors.]

Vol. 58

December, 1934

No. 6

EDITORIAL
It is reported that a state banking com
Certification According
missioner
has recently issued, in refer
to Instruction
ence to certification of accounts, a ruling
which we believe is entirely unique and quite undesirable. The
story goes that the ruling requires that the accountant who
audits the accounts of building and loan associations must follow a
fixed formula which leaves no latitude at all for qualification or
explanation. The certificate must state that in the opinion of
the accountant the accounts are correct or else the accountant
must refuse to certify. This is very much like the rule of court
that where a witness can answer yes or no he must do so; but it is
well known that many questions will not permit adequate reply
without some explanatory comment. The bank commissioner is
said to have made his ruling to avoid a multiplicity of qualifica
tions in certificates, many of which might be unintelligible to the
share-holder. Consequently he has decided that there must be
this fixed form which we have mentioned arid beyond that nothing
whatever so far as the certificate itself is concerned. But the
commissioner evidently recognizes the necessity for something
more comprehensive than a mere yes or no answer, because the
ruling provides further that if any explanation is necessary it
may be reported to the directors of the association for their infor
mation. The accountant, therefore, if this ruling holds, will find
himself in an extremely awkward position. There may be, and
probably will be, many instances in which he will feel that his duty
401
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to the share-holder calls for exposition of reasons and facts for the
protection of the share-holder himself.
There is, as everyone knows, a marked
No Restriction Should
trend today toward better and more
be Permissible
indicative financial reports, and ac
countants throughout the country, responding readily to the
demand for greater frankness, are making every effort to present
reports and certificates which carry to the reader all the knowledge
of the facts to which the reader is entitled. Now comes this
extraordinary ruling of a state banking commissioner, which looks
like a reversion to the dark ages, when the share-holder was un
important and was not told any more than the directors thought
was good for his soul. There are very few accounts which can be
certified without some explanatory phrase or sentence in the
certificate. This does not mean that there need be anything
wrong in the accounts themselves or in the financial condition of
the company. It does mean that there are things which can not
be classified as correct or incorrect without a few words of quali
fication. Indeed, there are probably many cases in which a
monosyllabic response to the question: Is this correct or not?
would be misleading. If the banking commissioner’s rule is
followed the accountant who finds that some qualification is
necessary will be obliged to refuse to certify in the short form
which is desired by the commissioner, and it is easily conceivable
that such a refusal to certify might work an injury to the asso
ciation in question. If the accountant had audited the accounts
of a building and loan association and because of this restrictive
ruling refused to certify, the share-holders and the general public
as well might be forgiven for coming to the conclusion that the
association was in an unsound condition, when as a matter of fact
it might be prosperous and its affairs in perfect order.

A fine legal point might then arise as to
the liability of the accountant who re
fused to certify and thereby involun
tarily cast upon the association a shadow of doubt. Perhaps the
defense of the banking commissioner would be that any qualifica
tions or explanations addressed to the directors would be sufficient
indication of the accountant’s opinion; but as a matter of fact
letters to boards of directors are not public property and usually
are not accessible to share-holders. There is nothing new in this
402
Refusal to Certify
May be Unfair

Editorial

contention. In an English case involving the London and Gen
eral Bank, Limited, in 1895, the decision of the court of appeals
contained the following:
. The balance-sheet and certificate of February, 1892—
that is, for the year 1891—was accompanied by a report to the
directors of the bank. Taking the balance-sheet, the certificate,
and report together, Mr. Theobald (the auditor) stated to the
directors the true financial position of the bank, and if this report
had been laid before the share-holders, Mr. Theobald would have
completely discharged his duty to them. Unfortunately, how
ever, this report was not laid before the share-holders, and it be
comes necessary to consider the legal consequences to Mr. Theo
bald of this circumstance. A person whose duty it is to convey
information to others does not discharge that duty by simply
giving them so much information as is calculated to induce them
to ask for more. Information and means of information are by
no means equivalent terms. In this case I have no hesitation in
saying that Mr. Theobald did fail to discharge his duty to the
shareholders in certifying and laying before them the balancesheet of February, 1892, without any reference to the report which
he laid before the directors, and with no other warning than is
conveyed by the words ‘ The value of the assets as shown upon the
balance-sheet is dependent upon realization’ ...”
An accountant who did obey such an absurd ruling as that which
is the subject of present consideration would be not only unwise
but untrue to his professional duty. There is a rather strong
sentiment in favor of the shortest form of certificate which can
express the accountant’s opinion. There is no advantage in long
and involved certificates; but brevity can be carried to the point
of obscurity. It is ridiculous to attempt to limit to any specified
form an expression of professional opinion, and no professional
man should submit to arbitrary limitation of that sort. Probably
the ruling which has been reported to us will arouse so much pro
test that it will have to be rescinded or so modified as to make it
harmless. The principle involved, however, is important, and
accountants should be on guard to check every effort to place a
restraint upon their professional freedom of action. Every ac
countant has had experience of clients who wish to dictate the
form of certificate—and we hope that every accountant has de
clined to accept any such dictation. The moment any profes
sional man allows his professional liberty to be thus bounded, he
makes his standing in the profession insecure. What reason
may have animated the banking commissioner to utter such a
ruling as that which we have described is unknown. There seems
403
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to be no logical excuse for it. It would be unacceptable to share
holder, accountant, the state department of banking and the
general public. In fact, it is difficult to think of any benefit
which could accrue from its enforcement. It seems probable,
therefore, that it was merely an ill advised effort to standardize
something which can not be absolutely standardized.
Among the many valuable reports
Two-Class Legislation
which were presented by committees at
Decried
the annual meeting of the American In
stitute of Accountants last October was one emanating from the
committee on state legislation. This report contained a survey of
that form of certified-public-accountant legislation which has been
variously described as “two class,” “restrictive,” etc. The laws
which fall in this category provide for the registration of all men
and women engaged in professional practice as accountants at
the time of the enactment of the law. Thereby they create two
sorts of licensed accountants: the certified public accountant
and the registered public accountant. They provide also that
there shall be no further accessions to the list of registered ac
countants. The natural result of this closing of the doors will be
the gradual elimination of all professional accountants except
those who are and those who will become certified public account
ants. The report is an extremely able review of the supposed
advantages and the manifest disadvantages of this kind of legis
lation, and the committee deserves commendation for the careful
and thorough investigation which must have preceded the writing
of the report. It is not necessary to reproduce the entire report,
but the following preamble and resolution submitted by the
committee to the council so comprehensively covers the subject
that there is little to be added:
Whereas, the certified-public-accountant certificate is the
recognized legal credential of professional public accountants in
the United States, and
The business public has come to regard certified public ac
countants as qualified practitioners of accountancy, and
Passage of so-called restrictive accountancy laws necessarily
extends state recognition to unaccredited accountants in practice
at the time of enactment of such laws, and
Such recognition dilutes the value of the certified public ac
countant certificate by creating confusion in the public mind as to
the distinction between certified public accountants and other
licensed public accountants, and
404

Editorial
Experience has shown that such recognition strengthens the
political position of non-certified public accountants, facilitates
their organization as a group and frequently results in efforts
to obtain certified-public-accountant certificates by waiver, and
Whereas, restriction of the practice of accountancy would
necessarily limit the definition of accountancy to only a few of the
services which certified public accountants now customarily
perform, and
Whereas, court decisions indicate that restrictive accountancy
laws of the type proposed up to this time are apt to be unconsti
tutional,
Be It Resolved, that the council of the American Institute of
Accountants regards the passage of restrictive accountancy laws
of the so-called two-class type as inimical to the interests of the
certified public accountant and of the business public.
After consideration of the report the
council unanimously adopted the reso
lution. It is quite easy to understand
why the restrictive or two-class form of bill has met with some
support. At first glance it seems to offer a protection against
extra-state competition, because it is not to be expected that an
accountant, going into a foreign state for the purpose of complet
ing an engagement, would care to go through the formalities and
delays entailed by an effort to obtain a certificate in that state;
and it might seem to the casual observer that the effect of this
sort of law would be to strengthen the position of the accountants
within each state. There has been in accountancy, as in every
other profession, a good deal of dissatisfaction because of the en
croachment upon local practice by men whose wider reputation
has induced their employment by clients within a state. Nobody
likes to feel that a practitioner from beyond the bounds of his own
state is preferred to himself. This has been one of the causes of
such support as has been rendered to the theory of restrictive
legislation. The other contributing causes are indicated in the
preamble of the resolution which we have quoted. We believe,
however, that the great majority of accountants would oppose
the adoption of the principle of restriction; and the fact that the
Institute’s council, representative of all parts of the country,
unanimously adopted the resolution lends credence to our conten
tion. This matter has been discussed more or less informally at
many meetings of the council and of the Institute as a whole, but
there was some hesitation about taking a definite stand until the
405
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experiment had had ample trial and opportunity to demonstrate
its effects. Now it has seemed to the council that no further
period of experiment is necessary and the resolution definitely
places the Institute on record as opposed to what is generally
regarded as an undesirable development of C. P. A. legislation.

Following the meeting of the Institute
at which the report of the committee on
state legislation was considered and its
recommendations were adopted, the committee on legislative
survey of the New York State Society of Certified Public Account
ants presented to that society a report upon the same subject.
From this report we quote the following paragraphs:
“The particular problem seems to resolve itself into a question
of whether the society should continue the position it has hereto
fore taken in favor of the so-called ‘ open-door ’ policy under which
anyone might practise as a public accountant (but with strict
limitation of the right to use the title of certified public account
ant), or whether there should be some form of restrictive legisla
tion which would bar from the public practice of accountancy in
this state all those who were not recognized by the state as
authorized so to practise.
“We are, however, prepared to say that we believe the society
should not at the present time change the position it has hereto
fore taken against various proposals for restrictive legislation.
This position is stated without believing that the society should
say whether or not at some future date it might see some form,
type or basis for restrictive legislation and control which it might
feel would be appropriate or desirable or at least free from serious
objection. . . .
“While we have heretofore expressed in this report the thought
that the society should not at the present time change the position
it has heretofore taken against restrictive legislation and while
we would not wish here to weaken or in any way void that ex
pression, we may state that there stand in our minds certain points
without which no restrictive legislation in any event should re
ceive the approval of the New York state society.”
The report of the New York committee on legislative survey was
presented to the society at a meeting on October 29, 1934, and
after discussion was accepted. We find, therefore, that, while the
attitude of the New York state society was not so definite as that
adopted by the American Institute of Accountants, there was
practical agreement between those two organizations. The state
society’s stipulation of seven qualifications which all restrictive
laws would have to meet to be acceptable to the society seems
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to us to be tantamount to opposition to the two-class laws now in
effect and to any scheme of similar legislation apt to be devised.
One of the most important committees
Development of Ac
of the American Institute of Account
counting Principles
ants is that which is known as the special
committee on development of accounting principles. This is a
new committee, appointed for the first time last year, but the
accomplishments and purposes of the Institute since its inception
have been largely concerned with the survey and analysis of the
underlying principles which should govern the practice of ac
countancy. The appointment of the committee was merely
putting in more concrete form the purpose of the whole organiza
tion. The committee consists of the chairmen of several com
mittees and thus is representative of a large group of competent
accountants. Its opinions and recommendations are worthy of
close consideration. The report of the committee which was
submitted at the meeting of council of the Institute October 15,
1934, was published in the Bulletin of the Institute. Attached to
the report was a statement of certain principles which were
enunciated by the Institute’s committee on cooperation with
stock exchanges. (These rules have already appeared in The
Journal of Accountancy.) When the report of the special
committee was reported to the council in October the rules were
unanimously approved.
Special interest attaches to another sec
Treatment of Donated
tion of the report of the special com
Stock
mittee on development of accounting
principles. The undesirable practice which gave rise to a new
recommendation was discussed in these pages in October, 1934, in
the course of comments upon the decision of the federal trade
commission in the case of the Unity Gold Corporation. The
committee recommended that the Institute put itself on record
as to the treatment to be applied to a series of inter-related trans
actions comprising:
1. The issue of capital stock of a corporation ostensibly for
property;
2. The donation of a part of such stock to the corporation;
3. The sale of a part of the donated stock for cash by the
corporation.
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The report of the committee continued:
“In the past it has not been uncommon, especially in the case
of corporations formed to develop a new mine, to charge the par
value of the stock issued to property account and to credit to
surplus the cash received from the sale by the corporation of the
stock donated to it. It is clear, however, that such a procedure
results in an overstatement of the property account and of the
surplus account.
“During the year, a registration statement in which this pro
cedure had been followed was disapproved by the federal trade
commission, and the committee believes that the Institute should
also indicate its disapproval. Your committee, therefore, recom
mends that the following rulings on this point should receive the
formal approval of the Institute:
“If capital stock is issued nominally for the acquisition of
property and it appears that at about the same time, and
pursuant to a previous agreement or understanding, some por
tion of the stock so issued is donated to the corporation, it is not
permissible to treat the par value of the stock nominally issued
for the property as the cost of that property. If stock so
donated is subsequently sold, it is not permissible to treat the
proceeds as a credit to surplus of the corporation.
“Your committee believes that members of the Institute
should recognize an obligation, in any case in which they are
called upon to prescribe or pass upon the treatment of capital
stock donated to a corporation, to satisfy themselves that the
transaction is a gift in good faith and is not an artificial or un
substantial transaction designed to create an improper credit to
surplus.”

We are glad to report that these recommendations received the
unanimous approval of the council. The evils which have arisen
in the past from improper treatment of the exchange of capital
stock for property and in the treatment of donated or redonated
stock have been largely due to adherence to tradition, which had
nothing to recommend it except a desire to present an appearance
of prosperity when in fact operations had not yet revealed the
probable fate of the issuing corporation.
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Examinations
[Following is the text of the examinations in auditing, law and accounting
presented by the board of examiners of the American Institute of Accountants,
November 15 and 16, 1934.]

BOARD OF EXAMINERS

Examination in Auditing
November 15, 1934, 9 a. m. to 12:30 p. m.

The candidate must answer all the following questions:
No. 1 (5 points):
(a) State how a straight voucher system is used, recorded and
controlled.
(b) May it be used in conjunction with an accounts-payable
ledger, and in what way?
(c) Under what conditions is it preferable in conjunction with
an accounts-payable ledger?

No. 2 (10 points):
In the annual audit of the firm of John Doe & Co. you find it has
sold a substantial part of its accounts receivable to the X Dis
count Co., receiving an advance of 60% of their face value, the
balance to be received when and as the accounts are collected from
customers.
The advance was credited to the account of The X Co. when
received, but in closing its books for the year the firm has deducted
it from the total accounts-receivable balance on the theory that
the accounts sold no longer belong to the firm and that the 40%
equity in them is due from the purchaser.
You are requested to certify the resulting balance-sheet in this
form without mentioning the sale of the accounts, if possible.
(a) Analyze the above transaction, and
(b) State three methods from which you could choose in order
to give a certificate, qualified or unqualified.
(c) Which method would you adopt? Give your reasons.
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No. 3 (5 points) :
You are employed by the firm of Smith & Jones to close its books
and prepare a balance-sheet, profit-and-loss statement, and
federal income-tax returns for the firm and for each partner. You
are not to audit the books. Neither partner keeps private books
but each gives you memoranda of his “other” income and allow
able deductions and credits.
With the usual income-tax forms you find additional ones which
prescribe:
(1) That the taxpayers must state the fact if they employed
anyone, and if so whom, to prepare or advise in the preparation of
the return, and to what extent such assistance or advice was
received: and
(2) That the person giving such service must make affidavit as
follows:
“I, acting as (advisor or attorney) for the hereto subscribed taxpayer
affirm that I prepared the return, that the information set out in the return
and accompanying schedules, if any, correctly and truly represents the in
formation furnished or discovered by me during the course of preparation
of the return, and that such information is true to the best of my knowledge
and belief.”

(a) How would you word the taxpayers’ statements on these
forms in the above cases?
(b) As a certified public accountant with all the responsibilities
the title implies, what would you do to protect yourself in respect
to the affidavit? Give your reasons.

No. 4 (15 points):
In the course of your audit of the X Machine Corporation for
the year 1933 you discover that the plant account has been written
down one-half its book value by the journal entry—
“Dec. 31, 1933.

Reserve for depreciation.... $..............
To plant account.....................................

$............... ”

You learn that this was authorized by the board of directors,
and you are shown a draft of the proposed report to stockholders
in which it is recited that the amount represents the net book
value, as of January 1, 1933, of plant and equipment which was
idle during the entire year; that its purpose is to show the invest
ment in plant at a conservative figure in accord with general
conditions due to the depression; that its effect is to confine the
annual depreciation charge to plant actually engaged in produc
tion during the year; and that the profit-and-loss statement thus
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shows the true profit made on actual production and sales. It is
further intimated in somewhat guarded language that when and
as business improves and the idle plant resumes normal produc
tion, the value now charged off will be restored to plant account.
State whether or not you will approve this procedure by certify
ing the corporation’s statements, and give your reasons in full.

No. 5 (5 points):
How should the executor of an estate charge the following items
as between corpus and income?
Physician’s fees for last illness.
Funeral expenses.
Expenses of probating will.
General expenses of executor.
Loss on sale of investment.
Legal fees for collection of
rents.
13.
7. Legal fees for defending claims
against the estate.

1.
2.
3.
4.
5.
6.

8.
9.
10.
11.
12.

Executor’s commissions.
Repairs to office buildings.
Estate and inheritance taxes.
Fire-insurance premium.
Special assessments adding perma
nent value to real estate.
Monthly allowances to beneficiaries.
14. Expenses incident to a change in
executor.

No. 6 (20 points):
Give the program you would follow in making a balance-sheet
audit of a small trading corporation.
No. 7 (10 points):
Brown, Smith & Jones, a firm, decide to dissolve partnership
and to liquidate the business. Lacking confidence in each other,
the partners employ you to conduct the liquidation and to deter
mine the correct amounts due from or to each partner.
Describe in detail the steps you will take.

No. 8 (10 points):
You are making an audit of the X Corporation, among whose
assets you find stocks and bonds of the Y Company of a substan
tial amount. In support of their value you are offered a balancesheet of the Y Company certified by a fellow member of the
American Institute. After careful study of this balance-sheet
you are convinced there are serious errors in it and you can not
conscientiously accept it. You explain the matter and point out
the doubtful items to the officers of the X Corporation, where
upon, after securing the consent of the Y Company, they in
struct you to make an audit of the Y Company also.
Bearing in mind the provision in the Institute’s rules of pro
fessional conduct—that no member shall encroach upon the
business of another member—what will you do? Give your
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reasons. Also state your understanding of the meaning of this
provision of the rules.

No. 9 (10 points):
You are engaged in auditing the accounts of the American
Manufacturing Company, a small corporation, the president
owning approximately 96% of the outstanding capital stock.
The company had been exceedingly profitable for a number of
years and had invested some of its profits in good marketable
securities so that funds would be available for an addition to its
plant. Examining the securities you find in place of $25,000
par value of bonds, carried on the books at $20,000, a demand
note for $20,000 signed by the president. The minutes of the
board of directors show that these securities were lent to the
president for his use as collateral to secure some personal
transactions which have no relation to the affairs of the corpora
tion. The securities are held by the Manufacturers’ National
Bank as collateral for the president’s personal note, and you have
received the bank’s confirmation.
How will you show this condition in the balance-sheet and how
will you qualify your certificate?

No. 10 (10 points):
You are to audit the accounts of the Kaslek Manufacturing
Company at December 31, 1933, and your certified balance-sheet
is to be used for credit purposes. On December 28, 1933, the
corporation sold a piece of idle property, the terms of sale being
one third cash, one third in a note due in 30 days and one third
in a note due in 60 days. The price was determined by outside
appraisal of October 15, 1933, and your investigation revealed
that the transaction was apparently regular in every way. There
were the proper resolutions in the minutes and all the necessary
documents were produced for inspection. You also find that the
cash had been duly deposited. You discover, however, that the
purchasing company is controlled by a stockholder of your client,
and you suspect that the transaction took place for the purpose of
window dressing. On the date of your examination the first
note is unpaid and the second note is not yet due. It more than
doubled the current assets and therefore greatly improved the
current asset position.
How will you deal with these facts in the balance-sheet and
certificate?
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Examination in Accounting Theory and Practice
PART I

November 15, 1934, 1:30 p. m. to 6:30 p. m.

Solve all problems
No. 1 (25 points):
On January 1, 1933, the F Company purchased 90% of the
stock of company G and 80% of the stock of company H. Wish
ing to acquire the remaining stock of the more profitable com
pany (company H) company F on June 30, 1933, disposed of 200
shares of its holdings in company G at a price of $160 per share,
and on that date was successful in acquiring an additional 10%
of the stock of company H in exchange for the entire proceeds
of the sale of company G stock.
The investment accounts on the books of company F are car
ried at cost except the account representing the investment in
capital stock of company G: this account has been credited with
the proceeds of the 200 shares sold.
From the following post-closing trial balances of the three com
panies at December 31, 1933, prepare:

1. A consolidated balance-sheet
2. A statement of consolidated earned surplus
3. A statement of goodwill
Assets

Current assets..................................................
Investment in subsidiary companies—
Company G:
Capital stock...........................................
Advances..................................................
Company H:
Capital stock...........................................
Advances..................................................
Buildings and equipment...............................

F
$152,500

G
$150,000

H
$105,000

170,000

235,000

$320,000

$340,000

220,000
25,000
214,000
40,000

$651,500
Liabilities

Capital stock:
Company F—3,000 shares........................
Company G—2,000 shares.......................

Due to parent company.................................
Accounts payable............................................
Surplus at beginning of year.........................
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$300,000
$200,000

235,000
166,500

25,000
40,000
60,000

$100,000
40,000
25,000
145,000
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Profit for the year...........................................
Dividends (paid Dec. 31, 1933)....................

*$ 20,000

$ 15,000

$ 40,000

70,000

20,000

10,000

$651,500

$320,000

$340,000

* Dividends received from subsidiary companies, less expenses of parent
company.
It is assumed that the profits of the companies for the year 1933 were divided
equally between the two six months periods.

No. 2 (20 points):
John Jones set up an irrevocable trust for the benefit of his
eldest daughter, Joan Jones, to run until 1935, when she would be
thirty years old and would receive the principal of the estate out
right. If she should die before attaining the age of thirty, the
trust would go to her younger sister, Ethel Jones. The net income
of the trust could be withdrawn by the beneficiary at any time.
By the terms of the trust agreement John Jones was to be trus
tee during his life and was to receive a fee of $1,000 a year in lieu
of commissions.
Any investments made for the trust were to be subject to the
approval of the trustee only and not to be bound by any legal
rulings regarding trust investments.
There was paid into the trust by gift from John Jones on Jan
uary 1, 1921, the sum of $100,000 which was to be invested by
the trustee.
On December 31, 1930, Joan died and bequeathed her entire
estate to her brother Paul Jones to be held in trust for him. He
was to receive the income and had the right of appointment of the
principal. John Jones was made trustee and was to receive an
annual fee of $1,000 instead of commissions.
The trial balance of John Jones, trustee, at December 31, 1930
was as follows:
Debits

Cash—principal....................................................................................... $ 7,000
Cash—income..........................................................................................
9,550
$300,000 par bonds 4% R. R. & I. due 1955 at cost, investment of
principal............................................................................................
275,000
Stocks—2,000 shares of $100 each at cost, investment of undis
tributed income funds....................................................................
150,000
Oil Venture Syndicate—investment of undistributed income
funds.................................................................................................
12,500
Accrued interest on bonds.....................................................................
950
Payments to beneficiary from income during 1930...........................
2,500
Expenses applicable to income for year 1930.....................................
1,850
Expenses applicable to principal paid during 1930...........................
1,250
Trustees’ fees for year 1930 ..................................................................
1,000
$461,600
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Credits

Principal of trust—balance January 1, 1930......................................
$275,000
Undistributed income balance January 1, 1930.................................
138,500
Interest on bonds....................................................................................
12,800
Dividends.................................................................................................
14,000
Profits on sale of principal investment bonds....................................
9,200
Profits on stocks sold...................................................................................
9,600
Due trustee for fees......................................................................................
2,500
$461,600
Analysis of undistributed income at January 1, 1930:
Interest received..................................................................................
Dividends received..............................................................................
Profits on stocks sold..........................................................................

$ 80,000
89,000
30,000

$199,000

Expenses charged to income..............................................................
Fees to trustee.....................................................................................
Payments to beneficiary.....................................................................

$ 16,500
9,000
35,000
$ 60,500

Balance December 31, 1930...............................................................

$138,500

Analysis of principal at January 1, 1930:
January 1, 1921...............................................................................
$100,000
Increase to principal through sale of investments.........................
190,000

Total............................
Payment of expenses applicable to principal..................................

$290,000
15,000

Balance December 31, 1930...............................................................

$275,000

During the three years ended December 31, 1933, the following
transactions took place:
On December 31, 1931, the Oil Venture Syndicate was liqui
dated by receiving (a) 1000 shares no-par-value stock of the
Oklahoma Oil Producers, Incorporated, of which the market
value at December 31, 1931, was $10 a share; (b) $6,250 in cash;
and (c) $12,500 5% Stanton Oils of California bonds due in
1955 of which the market value at December 31, 1931, was 80.
During the year 1932 the trustee sold $150,000 par value of the
4% R. R. & I. bonds at a net profit of $25,000 and invested the
money in U. S. government 3 3/4 % bonds at 100 net.
During 1932 the trustee invested $10,000 of undistributed
income funds of the Paul Jones trust in Standard Oil of New Jersey
at $40 per share, receiving 250 shares; the expense of the purchase
amounted to $50.
On January 25, 1933, the trustee sold $12,500 par value bonds
of Stanton Oils of California for $12,500 net and invested the
proceeds in Tulsa city 4% bonds at 100 net.
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During the three years ended December 31, 1933, there was
collected:
Interest on R. R. & I. bonds........ . ..................................................
Interest on Stanton Oils of California..............................................
Interest on U. S. government bonds...............................................
Interest on Tulsa city bonds............................................................
Dividends on stocks............................................................................

$26,321.25
625.00
10,053.75
500.00
40,000.00

During the same three years there was disbursed:
Payments to Ethel Jones as beneficiary..........................................
Payments to Paul Jones as beneficiary...........................................
Expenses paid chargeable to income of the principal trust..........
Expenses paid chargeable to income of the undistributed income
trust...................................................................................................
Fees paid trustee.................................................................................
The account payable to trustee at Jan. 1, 1931, was liquidated

$ 6,000.00
10,000.00
4,000.00

3,500.00
3,000.00

No legal accounting was filed by the trustee during the whole
period of the trusts.
Prepare statements from which the trustee may file this legal
accounting. Disregard all taxes.
No. 3 (20 points):
The “A” Telephone Company was incorporated on January 1,
1931, for the purpose of acquiring and holding securities of com
panies operating telephone systems. The authorized capital
stock consisted of 2,500 shares of $6 cumulative preferred stock
without par value and 3,000 shares of common stock without
par value. The authorized funded debt was $500,000. On
January 1, 1934, three years later, the company voluntarily filed
a petition in bankruptcy. An attorney for the bondholders’
committee has asked you to examine the accounts and records of
the company to determine why it was necessary to file such a
petition when it had a surplus of $361,500 as shown by the fol
lowing analysis of the company’s surplus account:
Analysis of surplus account
January 1, 1931, to December 31, 1933

Date
1- 1-31

Debit

Excess of consideration paid in by
shareholders, for shares having
no par value, over the amount
allotted to stated capital, as fol
lows:
Cash paid in by shareholders....
Capital stock issue:
2,000 shares $6 divi
dend, no par,
preferred stock,
stated value $100
per share......... $200,000
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3,000 shares no par
common stock,
stated value $5
pershare.........
$15,000

Excess consideration paid in....
1- 1-31

7- 1-31
12—31—31

12—31—31

12-31-31
1- 1-32

6-30-32

6-30-32
12-31-32

12—31—32
1- 1-33

12-31-33

$215,000
$285,000

Discount on purchase of 5,000 shares (total
authorized) “B” Telephone Company
common stock, par value $100 per share.
The company entered this stock in its in
vestment account at par, $500,000 ............
Discount on sale of $500,000 par value “A”
Telephone Company 6% ten year deben
ture bonds, dated 7—1—31...............................
Net profit from operations for the year ended
December 31,1931, (includes $50,000 undis
tributed profit for the same year, of the
“B” company which was taken into earn
ings by charging that company’s current
account)..........................................................
Dividends declared on preferred stock for the
year ended December 31,1931.....................
Dividends waived by shareholders owning
500 shares of preferred stock........................
Discount on purchase of $400,000 par value
“ C ” Telephone Company 5 %, twenty year,
sinking fund gold bonds, dated January 1,
1922. ............................................................
Unrealized profit from the exchange of “B”
Telephone Company’s common stock for
6,000 shares (total authorized) “C” Tele
phone Company common stock without
par value. The latter stock was taken into
the investment account at the stated value
thereof, namely, $600,000............................
Discount on sale of 500 shares of “A” Tele
phone Company $6 cumulative preferred
stock, stated value $100 per share...............
Net profit from operations for the year ended
December 31, 1932, (includes $20,000 un
distributed profit for the six months ended
December 31, 1932, of the “C” Telephone
Company which was taken into earnings
by charging that company’s current
account)..........................................................
Dividends declared on preferred stock for the
year ended December 31,1932.....................
Discount on purchase of 600 shares of the
company’s preferred stock. This stock
was canceled............................
Net loss from operations for the year ended
December 31, 1933.......................................

$ 10,000
$50,000

20,000
12,000

3,000

20,000

100,000
5,000

10,000
13,500

9,000
15,000
$95,500

Balance December 31, 1933............................

$457,000
95,500
$361,500

The articles of incorporation authorize the directors to purchase
preferred capital stock which is to be retired from earned surplus.
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At the date of filing the petition in bankruptcy, the total in
vestments owned by the company consisted of the 6,000 shares
of “C” Telephone Company’s common stock and $5,000 par
value, United States Treasury bonds. The latter bonds were
purchased at par. The “C” Telephone Company went into the
hands of a receiver on July 31, 1933.
From the foregoing data prepare an adjusted analysis of sur
plus account. Comment briefly upon any additional facts
which you feel will be of value to your client.
No. 4 (15 points):
On April 1, 1929, a company sold $500,000 of its first-mortgage
bonds at 90. The bonds matured to the amount of $50,000 on
each of the next ten anniversaries of the date of issue. Those
due in 1930 were paid; those due in 1931 were not paid but by
agreement with the holders were extended for one year. During
1930 the company borrowed from its officers 1,250 shares of its
own capital stock of a par value of $100 each (out of 1,300 shares
outstanding) and obtained a bank loan of $100,000 with these
borrowed shares as collateral. Interest was paid on this loan and
on the bonds, but the bond maturities in 1932 were not met.
The officers resigned and were replaced by executives approved
by the creditors. The collateral to the bank loan was offered
for sale at public auction and bought in by the bank for $20,000,
which was applied in reduction of the loan. Thereafter the new
officers of the company, in their personal and private capacities,
entered into an agreement with the bank, which contained the
following provisions:
(1) The bank agreed to sell and the officers to buy the 1,250
shares of stock for $20,000 payable at the rate of $500
per month plus interest, beginning January 1, 1933.
(2) The officers agreed to seek a five-year extension of the
maturities on all bonds which by their face were due on
or after April 1,1933; these efforts were made and proved
successful before that date arrived.
(3) The bank agreed to (and did) acquire all of the bonds which
had matured on April 1, 1932, and agreed further that
it would not exercise any of its rights to enforce collec
tion of either these past-due bonds or of the now unse
cured loan so long as (a) the officers were not in default
on their stock-purchase obligations and (b) interest on
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the past-due bonds and the unsecured loan was paid cur
rently; provided, however, that the company made
quarterly payments, to apply on the principal of the
past-due bonds and unsecured notes, equal to as many
multiples of $5,000 as might be paid from the sum of its
net income and the net accretion to its depreciation re
serve, computation of these amounts to begin as at
April 1, 1933, and to be cumulative, and payment to be
made within thirty days after the close of each quarter.
During its fiscal year ended March 31, 1934, the company’s
net income before depreciation was respectively $8,000, $16,000,
$14,000, and $12,500 for the first, second, third and fourth
quarters; expenditures for replacements charged against its
depreciation reserve were respectively $4,500 and $6,000 for the
first and second quarters. All interest obligations were met and
payments to apply on the principal of past-due bonds and on the
unsecured loan were made in accordance with the agreement out
lined above. At March 31, 1934, the company’s only indebted
ness other than that discussed herein consisted of audited vouch
ers for current purchases and expenses amounting to $35,000,
including interest due April 1, 1934, and its surplus was $67,500.
1. Prepare a statement showing the liabilities side of the com
pany’s balance-sheet at March 31, 1934, in such form as in your
opinion would merit an unqualified certificate.
2. Explain any changes which you would make in that state
ment if the company had been a party to the agreement outlined
above.
3. Explain how the amortization of the cost of floating the
bond issue in 1929 would be affected by the extension secured in
1933.
No. 5 (10 points):
Adams and Bede commence in business in copartnership on
January 1, 1930. Adams contributes $40,000 as capital and
Bede $25,000. It is agreed that profits will be divided in the
proportions of 2/3 to Adams and
to Bede and that 6% interest
per annum will be credited on the original capitals. No interest
is to be charged on drawings or credited on any excess of interest
and profits over drawings. During the term of the partnership
Adams’ drawings amount each year to $10,000 and Bede’s to
$7,500. At the close of business on December 31, 1932, Bede
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retires from the firm and is paid from partnership funds the
balance standing to the credit of his capital account. The net
profits of the partnership were proportionate to the sales which for
the three years ended December 31, 1932, respectively amounted
to $250,000, $200,000 and $175,000. Adams will continue the
business as a sole trader and at the commencement of business on
January 1,1933, prepares the following statement from the books:
Cash.....................................................................................
Accounts receivable..........................................................
Inventories.........................................................................
Prepaid expenses...............................................................
Fixed assets........................................................................
Goodwill..............................................................................

$ 10,203.16
16,813.87
24,311.97
250.00
40,000.00
15,000.00
$106,579.00

Accounts payable..............................................................
Notes payable....................................................................
Accrued liabilities..............................................................
Reserves:
For bad debts.................................................................
Depreciation...................................................................

Capital................................................................................

$ 24,861.05
15,000.00
750.00
2,500.00
12,000.00

55,111.05
51,467.95

$106,579.00

Prepare a statement of the partners’ capital accounts for the
three years ended December 31, 1932.

No. 6 (5 points):
A and B were partners under an agreement that the profits
were to be equally divided and that A was to furnish one fourth
and B three fourths of the capital actually used during each
calendar year, interest at 6% per annum to be charged or
credited on any differences.
Examine the following transcripts of their capital accounts
and ascertain whether or not the entries at the end of the year were
correctly made.
A—Capital
Sept. 1,1933
Dec. 31

July 1,1933
Dec. 31

Debits
Withdrawal........
Interest on above
for 4 months..

Debits
Withdrawal....
Interest on above
for 6 months..

$3,000

Credits
Jan. 1,1933................
Dec. 31
P.&L...

$10,000
4,400

Credits
Jan. 1, 1933................
Dec. 31
P. & L...

$30,000
4,400

60
B—Capital

$2,000
60
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No. 7 (5 points):
The Theatre Company rented films from the Film Company
and agreed to pay as rental 15% of the Theatre Company’s gross
receipts up to a point where it earned a profit (before deducting
the rental) equal to one-half of the total rental and beyond that
point at the rate of 50% of the gross receipts.
Calculate the film rental for a period in which the gross receipts
amounted to $1,000 and the expenses (other than rental)
amounted to $400.

Examination in Commercial Law
November 16, 1934, 9 a. m. to 12.30 p. m.
Reasons must be stated for each answer. Whenever practicable,
give the answer first and then state reasons. Answers will be graded
according to the applicant's evident knowledge of the legal principles
involved in the question rather than on his conclusions.
Group I
Answer all questions in this group.
No. 1 (10 points):
Backus, in the excitement of a railroad accident, lost unregis
tered coupon bonds and stock certificates endorsed in blank which
he had been carrying in a brief case. These were found by an
other passenger who made no attempt to ascertain or find the
loser but two weeks later sold the bonds and the certificates. The
purchaser paid full value for them and had no knowledge of
Backus’ loss. Did the purchaser become the legal owner of the
bonds and the certificates?
No. 2 (10 points):
Andrews was appointed trustee of certain real property by a
written instrument which specified that the income was to be paid
to a named beneficiary during the latter’s life and that title to the
property was to be conveyed to another beneficiary upon the death
of the life-tenant. What duties, if any, may Andrews delegate
to assistants or agents?
No. 3 (10 points):
(a) Define “ultra vires” as used in the law with respect to
corporations.
(b)
Give an example of an ultra-vires act.
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No. 4 (10 points):
Watson and Titus were partners, under a partnership agree
ment which made no mention of the death of either. Watson by
his will bequeathed his interest in the partnership to his wife.
Upon Watson’s death, did his wife become a partner with Titus
by virtue of this legacy in Watson’s will?

No. 5 (10 points):
Davis borrowed money from Harrison and gave him as security
a power of attorney to collect future rents from Davis’ tenants.
(a) Would this power of attorney be canceled by Davis’ death
prior to the repayment of the loan?
(b) Can a tenant who knows of Davis’ death discharge his ob
ligation for rent accrued prior thereto by paying Harrison?
Group II
Answer any five questions in this group. No credit will be given
for additional answers, and if additional answers are submitted only
the first five will be considered.
No. 6 (10 points):
Kenyon was a business man in the city of X. He signed a
subscription list by which he agreed to contribute $1,000 towards
the purchase of a building for the local chamber of commerce.
Other subscribers for the same amount signed this list both before
and after Kenyon signed it and Kenyon knew of these other sub
scriptions. The building was purchased in accordance with and
in reliance upon this subscription list. Can Kenyon be compelled
to pay the amount of his subscription ?

No. 7 (10 points):
Define and explain briefly (a) patents, (b) copyrights and (c)
trademarks.
No. 8 (10 points):
A drawee of a draft, in answer to an inquiry by the payee, wrote
that he would honor a draft for $1,000 by Samuel Thompson. A
draft on this drawee by Samuel Thompson for $1,000 was duly
presented but acceptance was refused because the words “with
exchange” had been added. Can the payee collect from the
drawee?
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No. 9(10 points):
Define “common law” and briefly differentiate it from statu
tory law.

No. 10 (10 points):
In a state where gambling is and always was unlawful, Olsen
owes Marks a gambling debt and Marks engages Shepard to col
lect it on a 25% fee. Shepard collects the amount of the debt but
refuses to transmit any part of it to Marks. Can Marks recover
in an action against Shepard?
No. 11 (10 points) :
Define “stoppage in transit,” state who may exercise this right,
and in general when the right ceases to exist.
No. 12 (10 points):
Emerson rented a furnished apartment containing a radio con
nected with receiving wires on the roof of the apartment house
(with which radios in other apartments also were connected).
Emerson removed this radio and substituted one of his own with
out injury to the connecting wires. At the termination of his
lease he removed his own radio and reconnected the landlord’s.
The landlord claimed both radios. On what principle of law
was this claim based? Should the landlord’s contention be
sustained ?

Examination in Accounting Theory and Practice
PART II
November 16, 1934, 1:30 p. m. to 6:30 P. M.
Solve all problems
No. 1 (30 points):
On December 31, 1928, the Star Drug Company with an out
standing capital of $500,000, the Mormon Drug Company with
an outstanding capital of $400,000 and the Gulf Drug Company
with an outstanding capital of $450,000—all shares of $100 each
—merged into one operating company known as Continental,
Inc. with a capital stock issue of 1,350,000 shares of no par value.
The stockholders of the three merging companies received the
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1,350,000 shares in return for their aggregate holdings of $1,350,000 par, i.e. 100 shares of Continental, Inc. for each share of the
merging companies. On the above date Continental, Inc. also
took over all the assets and liabilities of the three companies.
Their individual charters were, however, kept alive.
On December 31, 1933, five years later, the balance-sheet of
Continental, Inc. was:
Assets

Cash..............................................................................
Accounts receivable....................................................
Star Drug Co. customers.......................................
Mormon Drug Co. customers...............................
Gulf Drug Co. customers......................................

$

$

150,000

125,000
100,000
70,000

295,000

Inventory:
Star Drug Co. products, materials, etc................
Mormon Drug Co. products, materials, etc........
Gulf Drug Co. products, materials, etc...............

140,000
120,000
115,000

375,000

Plant and equipment at present values appraised
on December 31, 1933—
Star Drug Co. plant...............................................
Mormon Drug Co. plant.......................................
Gulf Drug Co. plant...............................................

1,500,000
1,300,000
1,000,000

3,800,000
$4,620,000

Liabilities

Accounts payable........................................................
Bonds of subsidiary companies
Star Drug Company...........................................
$1,197,400
Mormon Drug Company.......................................
783,160
Gulf Drug Company...............................................
519,440
Capital stock outstanding.........................................
Surplus..........................................................................

$

89,000

2,500,000

785,000
1,246,000

$4,620,000

At December 31, 1933, Continental, Inc.’s stockholders de
cided to decentralize and restore to each of the original companies
its proportion of assets and liabilities. The net worth was to
be prorated on the basis of each company’s capital investment
on December 31, 1928, and it was found that the Star Drug
Company was to receive 40%, the Mormon Drug Company 36%
and the Gulf Drug Company 24%.
On December 31, 1928, the three merging companies owned
each other’s stock as follows:
The Star Drug Company owned—
1,200 shares Mormon Drug Co., cost..........................
2,500 shares Gulf Drug Co., cost.................................
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The Mormon Drug Company owned—
1,000 shares Gulf Drug Co., cost.............................
500 shares Star Drug Co., cost..................................
The Gulf Drug Company owned—
50 shares Mormon Drug Co., cost.................
400 shares Star Drug Co., cost..................................

$ 75,000
50,000

10,000
30,000

A summary of Continental, Inc.’s surplus shows:
Surplus of merging companies—December 31, 1928
Star Drug Company...................................................
$ 190,000
Mormon Drug Company.....................................................
375,000
Gulf Drug Company.......................................................
81,000
Excess of par over book value of intercompany holdings
100,000
Earnings of five years...............................................................
892,500

Less—Dividends paid.........................................................

$1,638,500
392,500

Balance, December 31, 1933.........................................

$1,246,000

It was decided that in the redistribution each of the three
companies would receive a proportionate share of the cash; its
own accounts receivable and inventory; its original investments
in the other companies at original cost to itself and its own plant
and equipment. On the other hand, each would assume a pro
portionate share of the current liabilities but would become
wholly liable for its own outstanding bonds. All differences
were to be charged or credited to current account for future
settlement.
From the foregoing data prepare:

1. A statement showing in columnar form the balancesheets of the three drug companies after decentraliza
tion on December 31, 1933.
2. A statement showing that the adopted ratio 40: 36: 24 ap
proximately agrees with the proportions existing on
December 31,1928.

No. 2 (20 points):
The following accounts covering the year 1933 are submitted
by The Electric Company which sells and installs electric alarm
systems for banks and other institutions:
Balance-sheet—December 31, 1933
Assets

Current assets:
Cash.................................................................................. $ 25,000
Accounts receivable........................................................
237,500
Inventories............................................................................
53,000
Unbilled contracts................................................................
38,000$353,500
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Fixed assets:
Factory equipment.....................................................
$164,000
Less: reserve for depreciation...................................
33,000

$131,000

75,000
13,500

Patents, less amortization.................................................
Prepaid insurance, commissions, etc................................

$573,000
Liabilities

Current liabilities:
Accounts payable........................................................ $ 80,800
Salesmen’s commissions..................
9,500
Accrued wages.................................................................
2,700

Capital stock:
Six per cent, preferred....................................................
Common...........................................................................

$200,000
50,000

$ 93,000

250,000

Earned surplus:
Balance, January 1st................................................. $102,000
Net profit for 1933..........................................................
140,000

Less: preferred dividends paid..................................

$242,000
12,000

230,000
$573,000

Profit-and-loss statement
Year ended December 31, 1933
Income from contracts:
Installation contracts.....................................................
Repair service..................................................................
Inspection contracts.......................................................

$313,000
30,000
50,000

Cost of contracts:
Materials, labor and factory overhead:
Installation contracts.............................................
$131,250
Repair service..............................................................
20,000
Inspection contracts...................................................
10,000
Gross profit on contracts...........................................
Selling expenses...................................................................
General and administrative expenses..........................

$393,000

161,250
$231,750

$ 60,000
38,750

98,750

Other income........................................................................

$133,000
7,000

Net profit for year......................................................

$140,000

Additional information is procured as follows:
1.

Accounts receivable segregation:
Completed contracts—current............................................
$110,000
Completed contracts—due July 1, 1935.....................................
25,000
Due from officers and employees—current................................
7,000
Uncompleted installation contracts—billed...............................
75,000
Overdrawn salesmen’s accounts..................................................
2,000
Stockholders’ subscription, represented by demand note re
ceivable, dated March 1, 1928.................................................
7,500
Contract balance, past due, secured by customer bank stock,
face value $12,000 not marketable..........................................
11,000

$237,500
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2. Preferred dividend for half year ended December 31, 1933, de
clared December 15, 1933, payable January 15, 1934.
3. Installation contracts are not collectible until completed.
4. The cost of installation contracts equals 50% of the installation
contract income.
5. Uncompleted installation contracts (billed in 1932), one-half
completed at December 31, 1932.......................................
$ 75,000
6. Uncompleted installation contracts, one-third completed at
December 31,1933 and fully billed to customers........................
75,000
7. Unbilled contracts, no work thereon at December 31,1933........
38,000
8. Inspection service contracts are billed annually in advance, the
charges being of uniform amount each month. The billings
in 1932 were the same as in 1933.
9. Federal and state taxes are estimated to equal 17 1/2 % of the net
profits. The change in the method of accruing income need
not be considered.

Prepare the adjusted balance-sheet and profit-and-loss account,
also a surplus account showing the adjustments thereto.
No. 3 (10 points):

A corporation presents the following condensed statement as
of the close of the year:
Cash................................
Other assets...................

$

90,000
1,510,000

Dividends payable........
Other liabilities.............
Common stock..............
6% preferred stock........
8% preferred stock........
Surplus...........................

$1,600,000

$ ............
500,000
500,000
300,000
200,000
100,000
$1,600,000

The 6% stock is cumulative, the 8% stock is non-cumulative,
and both participate equally in the remaining surplus profits
by being entitled to an extra dividend equal to the excess of any
common dividend rate over and above 6% per annum.
A. Compute the book value per share for each class of stock
in the following cases:
1. Current year’s dividends unpaid.
2. Dividends unpaid for two years.
3. Dividends unpaid for three years.
B. What dividends could legally be declared to the various
classes of stockholders, assuming that the 6% stock is non-par
ticipating, the 8% stock is participating on the basis stated and
no dividends are in arrears?
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No. 4 (10 points):
At a given date the condensed balance-sheets of two firebrick
companies were as follows:
Alpha Firebrick Co.
Capital stock:
Fixed assets, at cost less
depreciation........... $1,800,000
Authorized—12,000
shs.
Issued—8,000 shs....
Liabilities.......................
Current assets...............
867,000
Surplus...........................
Goodwill.........................
None

$2,667,000

$ 800,000
620,000
1,247,000
$2,667,000

Beta Firebrick Co.
Land at cost.................. $ 277,000
Capital stock.........
.... $ 500,000
Buildings at cost, less
Liabilities............... 120,000
depreciation...........
50,000
Equipment, at cost less
Surplus...................257,000
depreciation...........
100,000
Current assets................
100,000
Goodwill.........................
350,000
$ 877,000

$ 877,000

Alpha Company then bought all the assets of Beta Company,
giving in payment $400,000 of its own stock. This purchase
price included payment at book value for buildings, equipment
and current assets, the balance being payment for the land.
The latter contained a deposit of fireclay estimated at 12,000,000
tons, which was the primary reason inducing Alpha Company to
acquire the properties. It was estimated that when the clay
deposit was exhausted the residual land would be worth not
more than $10,000 and the equipment and buildings would be
worth nothing. The goodwill on the books of Beta Company had
been set up in the early post-war years by a credit to surplus,
in an attempt to set up a large investment for purposes of excess
profits tax.
How should the properties be taken up by Alpha Corporation
and what charges to profit and loss should be made thereafter in
respect to depletion, depreciation and obsolescence, assuming (1)
that the buildings would outlast the clay deposit and that the
equipment would be sufficiently provided for by an annual pro
vision of 10% of the cost to Alpha Company. Use straight-line
rates, on per ton or time basis, as you think proper. Give rea
sons for what you do.
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No. 5 (5 points):
K Company holds a first mortgage of $25,000 and L Company
a second mortgage of $10,000 on real estate of M Company.
M Company has defaulted in payment of one year’s interest
of $1,500 on the K Company mortgage and assigns future rents
to K Company authorizing the latter to manage the property as
mortgagee in possession.
Six months later L Company institutes foreclosure proceedings
and pending final sale thereunder the K Company is appointed
by the court as receiver for rents.
How should the rents and expenses be treated in the books of
K Company during (a) the first six months (b) the second six
months? Give reasons.
No. 6 (5 points):
Your audit of the records of N, a bankrupt company, disclosed
the following entries made one day before adjudication by the
court.
a) Journal entry crediting the account receivable of O Com
pany and debiting the account payable of O Company with
$10,000 to offset accounts representing mutual dealings.
b) Cashbook entry applying entire bank balance of $25,000 in
reduction of an unmatured note of $50,000 to the same bank.
c) The sale and delivery of all merchandise on hand at current
market sales prices to P Company, holder of unmatured notes
payable of the N Company which are personally endorsed by
officers of the N Company. The merchandise is delivered in full
and final settlement of these notes.
Comment upon these transactions.
No. 7 (5 points):
In 1929 T Company purchased a large factory building and, to
finance the deal, executed a purchase-money mortgage of $100,000
payable in 10 years. In 1933 it sold the property to U Company
which deducted from the sales price of $150,000 the amount due
on the purchase-money mortgage of $100,000.
In the course of your examination of the books of T Company
for the year ended December 31, 1934, you find a journal entry
recording the sale of the property.
How should the realty transaction be shown on the balancesheet, assuming that there is a marked deflation in realty values
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and that the U Company was declared bankrupt on December 1,
1934?

No. 8 (5 points):
The Island Syndicate offers to build a bridge across The Nar
rows at a cost of $20,000,000 and to accept in payment the city’s
4% bonds, redeemable in 25 years, interest payable semi-annually.
The annual maintenance charges are estimated at $50,000 a year.
It is proposed to charge tolls—5 cents for foot passengers and 50
cents for vehicles. Based on these charges and assuming a ratio
of foot passengers to vehicles of 1 to 20, how many tolls of each
class would be necessary each year in order to provide for main
tenance, interest and a sinking fund (earning the same rate of
interest as the bonds) sufficient to retire the bonds at maturity?
The amount of $1 after 50 interest periods is $2,692.

No. 9 (5 points):
On January 1, 1930, the V Company issued $1,000,000 bonds
at 95. In terms of the issue $200,000 are to be retired on January
1, 1933, and $500,000 by annual amounts of $100,000 on January
1st of each of the five years next succeeding, the balance of
$300,000 to be retired on January 1, 1939. Prepare a table
showing the amortization of the discount by the bonds-outstand
ing method.
No. 10 (5 points) :
In the course of your examination of the accounts of the
Grander Company, Incorporated, you find that the company
entered into certain irregular transactions. The company may
be liable for damages as a consequence of the first of these trans
actions, while in the second it has performed a contract which is
voidable by the other party who appears on the company’s books
as a debtor for the agreed contract price. In the third place
certain ultra-vires transactions have been fully completed on
both sides but others are still open, the company including in its
book debts the amount due from the second party arising out of
these transactions.
How would you deal with the foregoing transactions in your
report?
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Practice Under the Securities Act of 1933 and the
Securities Exchange Act of 1934 *
By Rodney F. Starkey and A. I. Henderson
FROM THE VIEWPOINT OF THE ACCOUNTANT
BY RODNEY F. STARKEY

I have been asked to discuss the questions of practice under the
securities act of 1933 and the securities exchange act of 1934.
So much has been written and said on the subject of the hazards
and the burdens which have been laid upon business men by these
acts that any discussion of the subject will of necessity be some
what repetitious. However, I intend as nearly as may be to
confine my discussion to two major topics: the particular aspects
of the securities act of 1933 and the regulations issued thereunder
which have made it excessively burdensome to prepare the ac
counting sections of registration statements and a brief outline of
certain procedures which have been followed in making examina
tions for that purpose.
It is a bit premature at this time to attempt to go very far into
a discussion of the question of practice under the securities ex
change act. The new act appears to make it necessary for any
person suing to prove reliance on the statements, which would
tend to make the liability provisions as affecting accountants
somewhat less onerous than under the securities act. As you
know, only very tentative regulations have been issued for tem
porary registration of listed companies under this act. Under
these regulations it would seem that after the listed companies
have complied with the temporary registration requirements, any
reports and financial statements made available to security
holders and/or stock exchanges may be considered to have been
filed pursuant to the securities exchange act, and those responsible
may be considered subject to the liability provisions of section 18.
It seems to me, therefore, that for all practical purposes the
standard of care to be used in the preparation of any financial
statements and such registration statements as later may be filed
should be the same as that followed in the preparation of registra
tion statements under the securities act.
*Addresses delivered at the annual meeting of the American Institute of Accountants,
Chicago, Illinois, October 16, 1934.
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A typical example of the results of the burdens imposed by the
securities act and the regulations may be found in the registration
statement, with the auditor’s certificate, filed by the American
Water Works and Electric Company, Incorporated, about seven
months ago. This company was one of the first large companies
to register its securities. A great deal was written at the time
commenting on the fact that the auditor’s certificate contained
1,350 words, that the registration statement had approximately
200 pages, that the prospectus consisted of 60 pages and that the
complete set of documents filed with the registration statement,
including all exhibits, ran into something like 1,800 pages. In
cidentally, the cost of obtaining a copy of the registration state
ment alone, at the present rate per page for photostating, would
be $40 and the cost of obtaining the complete registration state
ment with all documents would be $360. This appears to be a
perfectly amazing document to offer the average investor for his
protection and to allow him an opportunity to study the back
ground of the company before he makes his investment. I am
told, however, that another company which is now considering
registration has estimated that the registration statement, the
prospectus and all of the exhibits to be prepared and filed, if piled
together, would be taller than the company’s president.
Certainly these documents have not accomplished the purposes
of the act. I am sure that the framers of the act were not so
sanguine as to have hoped that the information could be furnished
in such form as to be intelligible to the average investor. It was
intended, no doubt, that the information compiled for registration
statements would be available to analysts who would, in turn, be
able to furnish investors with the salient features. Nevertheless,
because of the extremely heavy penalties which the act placed on
the issuer, its officers and the experts involved, not only for mis
leading statements, but for the omission of any material facts
which might make the statements misleading, those who have
been concerned with the preparation of such registration state
ments as have been filed have not felt that it was advisable to omit
any of the details which have been given.
It has been the experience of my firm that notwithstanding the
fact that we had been acting as regular auditors for all of our
clients which have filed registration statements, and for a con
siderable period prior to the actual date of filing, it has taken us at
least twice the amount of time to complete an examination of the
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balance-sheet and related statements for the purpose of registration
as it previously had taken to make regular annual examinations.
This additional time and resultant expense has been caused
primarily by the seemingly endless elaboration of detail and
explanatory material which has been furnished in the registration
statements, in the attempt to avoid the omission of material facts
and also by the additional effort expended to check and cross
check the accuracy of the details which are required both by the
act itself, either specifically or by implication, and by the regula
tions issued by the commission.
Undoubtedly the amendments made to the act this year will be
helpful—more so, of course, to the directors and officers than to
the experts—but the basic fault underlying both the securities
and exchange acts is still existent: namely, the theory of rescission
whereby a purchaser may recover heavy penalties for honest
mistakes which might bear no direct relation to the causes of the
loss. As long as this distorted theory of justice to investors
remains in these acts it will be difficult to approach the task of
preparing accounts for registration without undue trepidation at
the hazards involved. Such a state of agitation can not but have
a tendency to warp one’s judgment and the result is bound to be the
adoption of a super-cautious attitude. Also, while this condition
continues, registration statements are apt to be exceedingly un
wieldy documents and in the last analysis will tend to be more con
fusing and misleading to investors than most of the prospectuses
which were issued before the enactment of this legislation.
There is no doubt that the new prospectuses issued under the
securities act are very much more honest than the few really bad
prospectuses which were issued before the act. However, to my
mind, there is no question that they are not as satisfactory as the
former good prospectuses. Prior to the enactment of the securi
ties act great care was given to the choice of the important
information for prospectuses; selection and emphasis were con
sidered far more important than quantity. The former good
prospectuses, so to speak, were put through a sieve, but this con
dition may be very difficult to develop under mandatory require
ments. Incidentally, it is the opinion of the best lawyers who
have studied the securities act that the investor will get more
effective protection under section 12 of the act referring to pro
spectuses than he can ever expect to get under section 11, referring
to registration statements.
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These difficulties are not entirely questions of administration
on the part of either the present securities and exchange commis
sion or its predecessor, the securities division of the federal trade
commission. The commissioners have a very difficult problem
and from the experience I have had with them I can say without
hesitation that they are approaching it in an entirely sympathetic
attitude and with a real desire to be helpful to business men as
well as to prospective investors. The commissioners recognize
that the results have not been satisfactory and are determined to
reduce to the greatest possible extent the bulkiness and unwieldi
ness of both registration statements and prospectuses.
The commission charged with the duty of administering both
acts has been given very broad powers by these acts to prescribe
the form of reports, the details to be shown in the balance-sheet
and earnings statement, the methods to be followed in the prepa
ration of reports, in the appraisal and valuation of assets and
liabilities, in the determination of depreciation and depletion, in
the differentiation of recurring and non-recurring income and
investment and operating income, and such further information
as may be necessary or appropriate for the proper protection of
investors.
During the past few years all the larger stock exchanges in the
country have been adopting more and more comprehensive rules
designed to enhance and expand the amount of information which
should be furnished to or made available to investors. In all
these efforts accountants have cooperated to the full extent. A
noteworthy example of the efforts of accountants in this direction
is outlined in the bulletin sent in January, 1934, to all members of
the American Institute of Accountants containing correspondence
between the special committee on cooperation with stock ex
changes of the Institute and the committee on stock list of the
New York Stock Exchange. It is particularly of interest to note
that the suggestions of the Institute’s committee were promul
gated in September, 1932, some time before the securities act had
ever been drafted.
There is, however, one most important and fundamental dis
tinction between these efforts at raising the standards to be fol
lowed in making reports to investors on the one hand by stock
exchanges, business executives and professional accountants and
on the other by compulsory regulation through the medium of a
federal commission. A voluntary movement can always attain
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higher standards because of its flexibility. Regulation by an out
side commission, however, no matter how intelligently and sym
pathetically administered, of necessity has a rigidity which must
prove irksome, and, because of such rigidity, the standards set
never can reach as high a plane of perfection as can the more
flexible standards adopted and followed voluntarily without
regulation. The first method is undoubtedly the more progres
sive and more satisfactory method. Self-government with a
minimum of regulation will always be the ideal of an intelligent
people.
Since the passage of the securities act a very large part of the
criticism which has arisen has been levelled against the regulations
promulgated by the federal trade commission for the administra
tion of the act. Undoubtedly these regulations calling, as they
do, for elaborate details of certain balance-sheet items have
proved to be exceedingly burdensome for the few large companies
which have attempted to register and particularly those which
have been in business for a longer period of time.
For example—
The details of ledger value, cost, profits to affiliates, un
realized appreciation and other historical information re
quired for all major classifications of property, plant and
equipment from organization or, if not practicable, be
ginning January 1, 1922.
The comparison requested for the amounts of depreciation
taken for financial purposes with the amounts claimed for
federal income taxes for every year for which federal
income tax returns have been filed.
The several schedules requiring cost and other statistical
information for each investment, without specific limit of
the period of time to be covered.
Similar historical statistical information required for the
capital-stock and surplus accounts.
The result of these requirements has been that, although the
financial statements originally were designed to be of assistance to
investors, the balance-sheets, profit-and-loss statements and re
lated schedules with the explanatory notes in several of the regis
tration statements which have been filed for the larger companies
have comprised approximately two-thirds of the total number of
pages included in the registration statement. Furthermore, it is
safe to say that at least 50 per cent. of the schedules furnished
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contained historical statistical information of no interest whatso
ever to the layman, information that he could not possibly
understand, but, because the information was included in the
registration statement the issuer, its officers and directors and the
experts jointly and severally are subject to the exceedingly heavy
liability provisions of the act in the event that honest mistakes
have been made in its compilation.
With reference to the requirements on details of fixed assets
and investments, personally I believe there has been entirely too
much stress laid on the values at which capital assets were stated
in the accounts. This had led to the oftentimes vicious practice
of stating book values of stocks being dealt in on the stock ex
change as if these book values had a real significance. I am
inclined to believe that a substantial part of the speculative losses
of the last few years has been due to this unwarranted faith in that
intangible something which asset values are supposed to represent.
It is very difficult, however, to determine exactly how much of
this condition is the fault of the regulations and how much is the
fault of the act itself. In schedule A of the act, items 25 and 26,
balance-sheets are called for “showing all of the assets of the
issuer, the nature and cost thereof whenever determinable, in such
detail and in such form as the commission shall prescribe, and all
liabilities of the issuer in such detail and such form as the com
mission shall prescribe, including surplus of the issuer showing
how and from what sources such surplus was created.” In ad
dition, “a profit-and-loss statement showing earnings and income,
the nature and source thereof and the expenses and fixed charges
in such detail and such form as the commission shall prescribe.”
These provisions in the act have imposed on the commission a
difficult and responsible task. It would be easy for them to play
to the congressional gallery by taking the safe position and by
insisting on more and more extensive details in registration state
ments; however, I am confident that the members of the com
mission realized that such an attitude would have a distinctly
adverse effect on the economy of the country and that they are
willing to take the responsibility of preparing regulations under
the present acts which will impose as little burden on registering
corporations as possible.
One of the most complicated practicable problems which the
commission has to face is that all corporations are not homo
geneous and that the regulations issued will have to be complied
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with by large and small, seasoned and unseasoned corporations
and that between both extremes there lies a great variety of
accounts. Generally speaking, there are three possible solutions
to this difficulty. The commission can issue one set of forms so
comprehensive in detail that all types of corporations can use it,
albeit not satisfactorily. They can promulgate a variety of
forms which would lead to endless confusion as to which form is
adaptable for a specific company. Or they can publish their
regulations on a basis of as much flexibility as is possible under
the acts as they stand at the present time. This latter procedure,
to my mind, would be the most eminently satisfactory one.
For many years accountants have been attempting to improve
the standards of presentation of financial statements and the
extent of disclosure to be contained in these statements. How
ever, the theory of rescission which underlies both of the acts,
with the consequent heavy liabilities incurred for misleading
financial statements, has probably given a weight and a promi
nence to the presence of these statements which can not exist.
One most important and practical aspect which will have to be
faced in the preparation of registration statements is that the
wrong inferences may be drawn by the uninformed investor.
One of these inferences is that the most important factor under
lying the success or failure of business enterprises rests in the
correct preparation of accounts relating to the past history of
these enterprises.
It is interesting to note that since the passage of the securities
act, the preponderance of issues registered and presumably sold
to the public has consisted of the most speculative enterprises,
viz., financial and investment companies, mining companies,
breweries, distilleries and other ventures of similar character.
Such issues have furnished the larger part of the new investment
material during the last year and a half. In all fairness it should
be said that every effort has been made by the federal trade com
mission and by its successor in the administration of the two
acts, the newly formed securities and exchange commission, to see
that no one should be misled into believing that the government
in any way intended to guarantee these speculative issues.
Nevertheless, it seems to me that there is a great possibility that
many of the small investors who have purchased such securities
have done so with the feeling that in some way the securities have
been accredited by the government of the United States.
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This is a very real danger both to the government and to all the
accountants who have participated in the preparation of registra
tion statements; and this danger will continue. As accountants,
therefore, we are vitally interested to see to it that a campaign of
education of investors is undertaken so that the limitations adher
ing to financial statements for companies whose securities are
admitted to registration by the commission will be more clearly
understood.
One of the most radical changes brought about by the enact
ment of these two securities acts has been the complete abolition
of the privity of contact between our profession and our imme
diate clients. Incidentally, this condition apparently has been
aggravated by the amendments to the liability provisions of the
securities act of 1933. By these amendments, officers, directors
and others do not have to sustain the burden of proof affirma
tively that they had reasonable grounds to believe and did believe
that the statements were true and that there was no omission to
state a material fact, but they need only show from the negative
standpoint that they had no reasonable grounds to believe and did
not believe that the statements were untrue, etc. According to
several prominent attorneys this reversion to the negative attitude
will serve to lessen to a great degree the responsibility of officers
and directors, but it in no way relieves the expert, that is, the pro
fessional accountant, appraiser or engineer, except to the extent
that one expert may rely on a report of another. This can only
mean that regardless of the source of our instructions or regardless
of the person responsible for our fees, our ultimate client is now
the investor, and it is to him that we are directly responsible for
our part in the presentation of accounts.
Aside from the preparation of the accounts themselves, the
content of the accountant’s report and the explanatory notes ap
pended to the accounts are of great importance. The radical
increase in responsibility which came with the passage of the
securities act means that until a great many years have passed
and there have been legal decisions rendered which shall have
clarified a large number of questions surrounding the presentation
of accounts, every accountant signing a registration statement
will have to be ready to sustain the burden of proof as against any
investor and to the satisfaction of the courts that he had complied
with all the requirements laid upon him by the acts. This is
going to make it necessary for the accountant to have available, at
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all times within the statutory period allowed by the acts, sufficient
evidence to show that his examination was conducted properly,
that the scope was as extensive as required by the acts and that in
his report he discussed all the things which might have affected
the judgment of the investor.
Because of the lack of precedent, it may be a rather diffi
cult matter to sustain the burden of proof that an account
ant’s examination was as extensive as contemplated by the
acts.
The first general effort undertaken by the profession to establish
standards for accountants’ examinations and the presentation of
financial statements was made in 1917. At the suggestion of the
federal trade commission, a committee of accountants and the
federal reserve board issued the first bulletin Verification of Finan
cial Statements. This bulletin was subsequently revised in 1929
and has remained unchanged since that time. In the preface and
in the general instructions to this bulletin, its very definite limita
tions are clearly indicated, and it is stated that the procedure
described is designed primarily for industrial and mercantile con
cerns. However, since this bulletin is the only outline of standard
practice and procedure, in spite of its limitations, it would seem
that the accountant charged with the necessity of sustaining the
burden of proof that his investigation was a reasonable one at
least should be in a position to show that his examination, gen
erally speaking, was as extensive in scope as that contemplated
by the bulletin.
Doubtless, there will always be a certain amount of controversy
as to some of the procedures outlined in this bulletin. At the
present time, however, it is the only document of its type in ex
istence, and failure to comply with the suggestions contained in
this bulletin might entail very serious consequences in the event
that an accountant signing his report in connection with a regis
tration was made party to a suit.
Even in the case of public-utility companies it is possible to go
through this bulletin item by item, and with a very few exceptions
the procedures suggested can be followed. The procedures and
practices outlined in this bulletin are given as suggestions only
and if the accountant finds it necessary to deviate in any material
particular from these suggestions he should be able to explain the
reasons for such deviations in his report or should have careful
notes in his permanent files containing such explanations.
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I believe that accountants may well profit by the example of
many attorneys who keep a careful diary of each case, outlining
from day to day all important discussions and questions raised
and their ultimate disposition. Such a diary produced in court at
some later date, if necessary, would certainly furnish the clearest
and most convincing evidence of the care used in conducting the
examination.
Recently the suggestion was made in a meeting with certain of
the commissioners, which received immediate approval by all
concerned, to the effect that there should be compiled a book of
instructions, either gotten out by the commission itself directly
or prepared with the assistance of accountants and sponsored by
the commission; this set of instructions to take the place of the
present bulletin Verification of Financial Statements for the specific
purposes of the securities acts. Since the commission has such
wide powers for administering these acts, the effect of such a book
of instructions would be exceedingly helpful to our profession and
would serve to a great extent to clarify for the future the pro
cedures and practices which should be followed to constitute a
reasonable investigation.
It is always a very difficult thing when faced with an entirely
unmeasurable hazard to keep one’s equilibrium. Five years
hence the hazards of these acts which now loom up so fiercely to
us, as professional men, may have proved to be entirely insig
nificant. As a relatively new profession in this rapidly changing
world, however, we are now finding ourselves at an exceedingly
crucial point.
I should like to offer the following practical suggestions for the
preparation of registration statements. These suggestions to a
very large extent constitute a resume of advices from attorneys
and others in connection with the preparation of registration
statements which have been filed with the benefit of discussions
with the examiners for the commission who review the statements.
Accountants’ reports or certifications, as they are termed by the
present regulations, may be expected to include three general
types of comments on the accounts of registering companies:
First, they should outline such matters as relate to the extent of
the examination which, although not considered by the account
ant as matters which should have been covered to make his
examination a reasonable one, might be assumed by laymen or by
the courts to have been covered. It is very often astonishing to
440

Practice Under Securities Acts
find that people usually well informed have an entirely different
conception of the extent of an accountant’s examination from
that contemplated by the accountant himself. Possibly, to a
certain extent, this confusion has been enhanced by accountants;
perhaps there has been too much of an air of mystery and obscu
rantism about the whole thing. In the circumstances, it would
seem to be a policy of wisdom to see to it that the ordinary
restrictions to the regular examinations are adequately com
mented on in the reports.
For instance, in spite of all of the controversy on the subject
there is still a very definite confusion in the minds of a great many
people as to the extent of the responsibility which an accountant
can accept for the inventories at a given date. When we sign a
certificate without qualification of inventory values, what we
mean, of course, is, accepting the quantities and condition of the
items inventoried, as vouched for by responsible officers, we have
satisfied ourselves that the valuations of these items as applicable
to a going concern, have been carefully and accurately made, in
the aggregate, at approximate cost or on some other clearly
described basis. My suggestion is that such a statement should
be incorporated, where applicable, in the accountant’s report.
There is also what seems to be an entirely unwarranted idea
that accountants should accept definite responsibility for the
valuation shown for plant assets and other fixed assets. Time and
again financial writers have commented on this phase of account
ing. Why should we not see to it that a clear description is
given of the cost or other historical basis of valuation of such
assets both in the accounts and in the certificate, and that this
basis generally is not considered as subject to the fluctuations of
current market quotations or price levels?—Assuming of course
that this is the condition which we find.
The extent of verification of other items, such as accounts re
ceivable, reserves for doubtful receivables, claims recoverable,
contingent liabilities, etc., if not as extensive as that contemplated
by the federal reserve bulletin would also be essential to a more
clear understanding of the meaning of an accountant’s certifica
tion. With respect to all items of this nature, it should be clearly
indicated in the accounts that the amounts shown are stated on
the basis of a going concern.
In the case of contingent liabilities, particularly, a definite
statement as to procedure should be included. An example of
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this will be found in the description attached to the schedule
“contingent liabilities” appearing in the certificate of the Ameri
can Water Works and Electric Company, Incorporated. I quote
this in part, “We have received a certificate from a vice-president,
the treasurer and comptroller of the issuer to the effect that to the
best of their knowledge and belief the issuer and its subsidiary
companies had no material contingent liabilities at September
30, 1933, not mentioned in balance-sheet instructions No. 27 of
the registration statement. The amounts shown as principal of
bonds guaranteed by the issuer have been checked to documents
furnished us by the issuer. All the other information in this
schedule has been accepted by us, but without responsibility on
our part.”
In the second group of special comments which one would
expect to encounter are matters in the accounts on which the
accountant is not in a position to formulate a definite opinion.
Such matters are the most difficult ones to distinguish. One of
the outstanding examples of the items falling into this group is the
provision for renewals and retirements taken out of income by
public-utility companies in lieu of provision for depreciation.
The entire subject of rate-making is involved in this question and
in a large group of public-utility operating companies it is ex
ceedingly doubtful that any two reputable engineers would agree
on the exact amount to be provided at a given date to bring the
properties down to their going-concern value. It is not a question
of attempting to estimate the life of these properties or the salvage
value and the resultant simple mathematical calculation of the
amount which would be deducted per annum. The supreme
court recently has indicated in the case of The Illinois Bell Tele
phone Co. that public-utility properties for all intents and pur
poses may be considered to be permanent and that for rate-making
purposes they should not be written off to their salvage values
during a period of years by what is more generally called a
straight-line depreciation method. When the accountant is
called upon to certify the accounts of public-utility companies,
either as a unit or as a group, such as would be found in the larger
public-utility holding companies, he is apt to find that he is faced
with a question of technical skill and judgment which is not within
his province. His only alternative in such cases is to state his
position clearly and to refuse to accept responsibility for
the amounts provided for renewals and retirements. In such
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circumstances naturally the company’s officers would want
to disclose the basis that they had used in making the
provisions for renewals and retirements and should express
definitely their opinion that they believe these provisions are
fair and reasonable. Obviously the accountant can not at
tempt to relieve himself of responsibility if he has grounds
for belief that the provisions made by the company are not
reasonable.
Another instance, and one unfortunately which has been fos
tered by a suggestion in the federal reserve bulletin, is the question
of examining deeds to property. In certain isolated cases such
an examination might be practicable, but even if made, the fact
that a deed existed which looked like a good deed would not
necessarily mean that it constituted a title to the property.
Accountants in their reports should state definitely that they are
not responsible to the extent of seeing that the company has good
title to its properties. It seems as though very little responsibility
attaches to attorneys under either the securities act or the ex
change act; certainly this is one that should properly belong to
them.
Another example is the valuation of certain assets based on
reports of other experts, such as appraisers and engineers.
A further example would be valuations given by the board of
directors to properties acquired through issue of stock, etc.
Practically all of the state laws place a definite responsibility on
directors to value assets. Unless the accountant sees some very
definite indication that these values are not reasonable, he should
clearly state the source and basis of valuation and disclaim any
further responsibility.
It would not be practicable in a discussion of this kind to at
tempt to enumerate further such questions or principles. How
ever, it is not possible to stress too much the importance of the
judgment that the accountant must exercise in reporting matters
which fall into this category.
There is also a third distinct group of comments. Into this
group would fall the larger number of qualifications that have
regularly appeared in accountants’ certificates for some years.
They are usually definite questions of principle and occur in a
statement of the accounts where all pertinent factors known to
the accountant lead him to form an opinion different from that
held by the management.
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It seems to me that it must be remembered that the manage
ment of a company is the one primarily responsible for the state
ment of its accounts. The newly developed accountants’
certificate suggested by a committee of the American Institute of
Accountants, and accepted by the New York Stock Exchange and
by the Controllers Institute begins by reciting that the accountant
has made an examination of the balance-sheet and the other finan
cial statements. Even in small companies where the accountant
will necessarily render a more direct assistance in the preparation
of the accounts from the standpoint of the law and certainly from
the standpoint of accounting convention the accounts are rep
resentations made by the management.
Presumably it will always happen that differences of opinion
between the management and the accountants will develop. As
a practical matter, of course, the very heavy liabilities imposed on
all parties by the securities and exchange acts will tend to a very
large extent to prevent issuance of statement of account where
there are decided differences of opinion as to the correct statement
of certain items. It can not be expected, however, that the
accountant’s opinion will always be concurred in by the manage
ment or vice versa, and such things as the correct statement of
accounts receivable before and after reserves, inventories, invest
ments, fixed assets, abandonments of property, general reserves
and the inclusion of controversial items in the income account or
surplus accounts always will give rise to differences of opinion.
In such instances the accountant is definitely committed by the
acts to state that he has formed an opinion as to valuations, etc.,
different from the management.
During the past few weeks a committee of accountants com
posed in part of some of the members of the American Institute
of Accountants, at the request of the securities and exchange com
mission, has been discussing suggestions for changes in the regula
tions under the securities act, as amended, and suggestions for
regulations to be promulgated under the new securities exchange
act. After these discussions had been fairly well completed and
a more or less general agreement reached, a smaller sub-committee
was appointed to discuss the suggestions with members of the
securities and exchange commission. I think I can say without
hesitation that every one on this committee has been most
favorably impressed with the desires expressed by the members of
the securities commission to make every attempt to simplify to
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the full extent allowed by the laws, all regulations to be issued
under these acts. These commissioners have a very difficult
administrative task to perform, and they have approached it
most sympathetically.
The committee of accountants rendered a preliminary report
to the securities and exchange commission in which the following
recommendations were made in summary form:
1. The financial information required should be limited to that
which will be of substantial value to investors.
2. Uniformity of major accounting principles in a particular
industry is desirable as an ultimate objective, though
uniformity in their application may be undesirable. For
the present, corporations should be required merely to
indicate the principles which are followed.
3. No standardized forms of financial statements should be
prescribed. Statements in the form and detail best
adapted to the particular conditions should be accepted.
4. There should be coordination of the requirements relative to
financial statements for:
(a) Listing on a national securities exchange;
(b) Registration statements and prospectuses under the
securities act of 1933;
(c) Annual reports.
This would entail substantial modification of the present
regulations under the securities act.
5. The commission should endeavor to advise investors as to
limitations of financial statements as guides to the value
of investments.
6. If the commission should decide to require quarterly reports,
these reports should consist only of income statements;
they should be issued promptly; they should be in con
densed and comparative form; and they may be based on
estimates if necessary.
7. The commission should encourage corporations to adopt
their natural business years as fiscal years.
To my mind the most important recommendation is the fifth,
stressing the question of education of investors as to the limita
tions of financial statements as guides to the value of investments.
Profit-and-loss statements and balance-sheets must necessarily
be based to a very large extent on a combination of judgment and
estimates, and their real value to an intelligent investor lies in the
guidance they may afford him as to the probable future results
of operations.
Certain periodic expenditures such as rents, interest and wages
can be determined with a fair degree of accuracy, but these are
445

The Journal of Accountancy

not the only elements which enter into the determination of the
profits of a business enterprise. In the case of a going concern,
for instance, how much can be realized from the ultimate collec
tion of the accounts receivable? How much will the inventories
of raw materials, goods in process and finished goods realize
when sold? What can the investments be considered to be worth
at a given time? How much depreciation or depletion or amor
tization has been accrued on physical plant, franchises and other
fixed properties? All such questions call for technical skill and
the application of judgment. Furthermore, it must be realized
that the estimates made, in the light of circumstances then known,
may be revised from time to time as new factors are discovered.
Without doubt, a review of all profit-and-loss statements, issued
by large companies in past years, with the intent of discovering
the misstatements which had been made on the basis of honest
estimates, which later proved to be incorrect, would show startling
results. Notwithstanding this, however, it would not be logical
to take the position that the significance of statements of opera
tions depends entirely upon their ultimate accuracy.
These and other basic factors underlying the preparation of all
financial statements as of a given date, although thoroughly
understood by accountants and by many business men as well,
are not clearly appreciated by investors generally. This lack of
clear understanding of the significance, the value and the limita
tions of financial statements on the part of the investing public
has, of course, been the outstanding reason for the great storm
of protest which arose on the passage of the securities act of 1933
at the inclusion of such heavy liability provisions.
The committee of accountants, at the request of the securities
and exchange commission, submitted in draft certain specific
suggestions for revised instructions to be issued for the registration
of securities under the securities act and for the registration of
securities on a national security exchange as provided by the
securities exchange act. In making these suggestions the cor
respondence between the Institute’s committee and the New York
Stock Exchange, already referred to, was drawn on to a very
large extent.
The outstanding features of these suggestions were, first, that
so far as possible the commission in its regulations should avoid
insisting on inflexible forms of financial statements; second, that
the most important thing to accompany financial statements of
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registering corporations should be a statement of the accounting
practices followed by the registrant.
Further, that in such a statement of accounting practices the
question of consistency was of the utmost importance, and that a
registering corporation should be required to indicate the effect
of any material change in its practices from year to year.
It was also urged that wherever possible all historical informa
tion in the form of schedules for fixed assets, investments, capital
stock, etc., should be eliminated, if not specifically required by
the act itself.
No one can foretell what may be considered necessary for an
accountant to sustain the burden of proof in court under the
liability provisions of either the securities act of 1933 or the
securities exchange act of 1934.
Perhaps too much emphasis has been laid on the unlimited
liabilities of the acts, although unquestionably the hazards of
continuing in professional practice have been greatly increased.
However, if it has been possible for the accountant signing a regis
tration statement to satisfy himself that he has been dealing with
a client who is both ethical and responsible; if his examination
has been complete and extensive so that it can be favorably
compared with such other standards as have been raised volun
tarily by the profession, for example, the federal reserve bulletin
Verification of Financial Statements; if he has satisfied himself that
his report and the statements covered by it outline, first, the
accounting practices followed in the preparation of the accounts;
second, such limitations of the scope of his examination as were
considered necessary; and, third, the effect of any differences of
opinion between himself and the management of the company as
to the valuation or correct presentation of the accounts—then it
seems to me that he is in a position to accept his responsibilities
with the courage that comes from the confidence engendered by
a piece of work well done.
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FROM THE VIEWPOINT OF THE ATTORNEY
BY A. I. HENDERSON

Discussion of the securities act has tended to concentrate on
the severity of the liability provisions and the technical difficul
ties of compliance with regulations of the commission with
respect to financial statements. This is natural, since the prob
lems they presented were immediate and pressing. Much less con
sideration has been given to the effect which the securities act,
and to an even greater extent the securities exchange act, may
have on general principles and methods of accounting, particu
larly on the conception of the general purpose and nature of
financial statements. If my views are correct this legislation
will ultimately bring about important changes in accounting
practices and methods. I believe that the practical problems
which arise under the acts should be considered from this broader
point of view if accounting is to develop along sound lines, and I
shall try to discuss some of those problems on that basis. You
will realize, however, that this involves considerable conjecture
and that my views must be taken as suggestions, not as final
legal conclusions.
Practice under the two acts will, I believe, become substan
tially uniform—both because I think the commission will adopt
regulations with that object in view and because it will be im
possible in practice to maintain two different standards of ac
counting. I shall not, therefore, attempt to distinguish between
the two acts.
I am not sure that it is generally recognized, but I think the
exchange act is much the more important in its effect on ac
counting. It imposes liability for false or misleading statements
in the financial statements of every corporation with a listed
security. The commission will probably require that quarterly
statements be filed in most cases. Furthermore, the principles
established in the exchange act and the standards developed for
financial statements subject to that act may well have a substan
tial effect on the development of the common law with relation
to financial statements which do not fall under the act.
The most important change in the law made by these acts is the
extent to which the field of responsibility of the accountant has
been broadened. In the past every accountant relied to a greater
or less extent on the theory that he was only responsible to the
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corporation that employed him to audit its books and that there
was no practical responsibility to the public, although this theory
was qualified by judicial decision, notably by Judge Cardozo’s
opinion in the Ultramares case. The securities act and the ex
change act, so far as statements filed under those acts are con
cerned, have entirely superseded this theory. In effect, the
accountant, if he fails to exercise due care, is responsible to every
investor, and the accountant must sustain the burden of proof
that he exercised due care.
At first glance, the increase in the number of persons to whom
the accountant may be liable seems to be the most important
feature of this change in the law, since it greatly increases the
danger of bedevilment by suits. Actually, I think the more im
portant feature, in its effect on accounting methods, is the nature
of the persons to whom accountants have been made responsible.
The officers of a corporation whose books the accountant audits
have full knowledge of the affairs of the corporation; they are
familiar with accounting practices and conventions. It is most
unlikely that financial statements which have been prepared
with even moderate care should mislead them. On the other
hand, the investing public is not skilled in accounting, nor
are most judges and juries. Accounting is a closed book to them.
The investor generally regards a balance-sheet as a statement of
fact rather than a statement of opinion. He does not recognize
the limitations of figures as a means of showing financial condition.
The misleading nature of financial statements will therefore, I
believe, be determined not on what such statements convey to
persons of substantially equal skill and knowledge, but on what
they convey to persons who are not familiar with accounting
practices and conventions. While an accountant may obtain a
great deal of protection through footnotes to the financial state
ments and qualifications in his certificate, a balance-sheet and
income statement which are plastered with footnotes and ac
companied by several pages of qualifications are not very satis
factory in either practice or theory.
The acts clearly indicate that the purpose of publishing finan
cial statements is to give information to the investor, not merely
to check the bookkeeping of the corporation. I think the best
protection for the accountant is to recognize this purpose and to
approach the preparation of financial statements with it con
stantly in mind. When an accountant considers the form in
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which an item should be presented, he should try to place himself
in the position of a layman and use the form of presentation which
would be most effective in giving that layman a fair picture of the
facts. He should not cling to accounting conventions which
have no necessary justification; they will be a constant source of
trouble. A balance-sheet is not and can not be a statement of
fact; it must always be largely a matter of opinion. But I be
lieve it is desirable to make it an opinion based as little as possible
on artificial conceptions.
Nearly every balance-sheet carries certain items as assets
which in no sense constitute real assets. It may be necessary to
carry these items as assets, but in many instances I think the
method followed is traditional. I am not convinced that a
change in practice might not result in fairer balance-sheets and
more accurate income statements. Recently I heard an ac
countant criticize the practice of certain corporations of charging
bond discount against income for the year in which the bonds
were sold, instead of setting it up as an asset and amortizing it
over the life of the bonds. His reasons, of course, were that the
practice made the income statement for future years inaccurate.
I am not sure that he was right. He ignored the fact that from
another point of view his method also made the income statement
for future years inaccurate. He ignored the fact that he was
setting up an entirely conventional asset on the balance-sheet;
that the same information could be given to the investor by a
statement of the practice of the corporation, and that such a
statement would be more intelligible to most investors. He also
ignored problems which arise with such an asset, if the bonds are
retired before maturity.
I am not urging that immediate abandonment of established
accounting conventions, even if they are unnecessary. Any such
action would result in confusion and damage. At best, changes
of this kind can only be made gradually over a considerable period
of time. I believe, however, that development in accounting
practice along this line will result not only in protection for the
accountant, but also in increasing the value of financial statements
to investors and others who are entitled to rely on them for
information.
Another important point in the exchange act, in which it
differs from the securities act, is the fact that a person who sells a
security in reliance on a false or misleading statement as well as a
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person who buys a security in reliance on such a statement has a
right of action. As a result of this provision liability can arise
from understatement as well as from overstatement. By under
statement I mean an understatement of favorable factors or an
overstatement of unfavorable factors. It is true that liability
for understatement exists at common law, but for various rea
sons it is not of much practical importance. Its importance under
the exchange act should not be overemphasized. It is impossible
to suppose that conservatism will be penalized to the same extent
as exaggeration. Nevertheless, I think it requires some change
in point of view on the part of accountants and others who pre
pare financial statements, and there are many situations where
it may be of real importance.
There is another theory of accountants that I am afraid will
not stand up under the acts. Many, if not all, accountants main
tain that they do not prepare the financial statements but merely
certify that the statements prepared by the corporation fairly
represent the financial condition of the corporation as shown
by its books. This theory may be sound; although, if you
analyze your actual practice, I think you will realize that it is
hard to reconcile the theory with the facts. I certainly do not
think that accountants can rely on it for any great measure of
protection, although it may give some protection in certain cases.
I do not think anyone believes that a court will relieve an account
ant of liability where there is a false figure on the books, which
also appears in the balance-sheet or income account, unless the
accountant can show that he was not negligent in failing to dis
cover the error. The difference between that obvious case and a
misleading presentation of particular items seems to me to be
only a matter of degree, not of substance, and I do not expect
the courts to make any such distinction. Whether or not the
accountant actually “prepares” the financial statements is, I
am afraid, largely immaterial. He is expressly made liable under
the securities act and although he is not named in the exchange
act, I think it must be assumed that an accountant is a person
who makes, or causes to be made, statements in financial state
ments filed under the act, and therefore, liable under Section 18,
unless the courts decide otherwise.
The book value of fixed assets is in most cases an artificial
figure. It does not represent realizable value or replacement
value. It is usually nothing but a bookkeeping figure which
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may be based on cost, independent appraisals, the judgment of
the directors and a number of different factors. There is little
doubt, however, that the average investor regards this figure as
representing a number of dollars which can be realized in one way
or another. It is true that skilled investors know that this view
is not correct, and they recognize that it does not purport to be a
realizable value, and that it is the general practice to treat it as
an artificial figure. Nevertheless, I do not believe that it is safe
to rely on this general practice. One reason for my belief is that,
while the practice is to treat the figure as a book figure, there is
and can be no uniformity in the method used in arriving at the
book figure. The accountant should, therefore, indicate clearly
the fact that the figure is a book figure and also indicate what it
does not show. I am not suggesting that the amount shown on
the balance-sheet should be changed or that the accountant at
tempt to estimate a realizable value or that he insist on obtaining
an appraisal. That would be obviously impracticable and would
disrupt corporate accounting. But I believe that the nature of
the figure should be clarified, that, as far as practicable, the bases
on which it is determined should be shown, and possible miscon
ceptions of its nature should be negatived. This can best be done
by a footnote to the balance-sheet.
There may also be problems arising from liability for under
statement in this account—always keeping in mind, however,
that the danger of liability from understatement should not be
exaggerated. When the book figure is clearly less than the actual
value of the property, I do not think that fact can be ignored.
Suppose, for example, that a corporation has acquired land for
$100,000, which is carried on the balance-sheet at cost, and a
vein of gold has been found on the land so that its value is greatly
increased, and the accountant has knowledge of this. I do not
believe that it is safe to carry the land at cost on the balancesheet and to leave this fact unnoted, even though there has been
no write-up on the books of the corporation and none is con
templated. I do not mean by this that the accountant should
attempt to estimate the increased value of the land, but there
should be a note on the balance-sheet indicating that the cost
figure does not represent the present value and that the present
value may be in excess of the balance-sheet figure. If there has
been an appraisal or other determination of the value, the foot
note should probably disclose that figure. A similar problem is
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presented when property which has been fully depreciated, but
still has a substantial value, is not carried on the balance-sheet.
Investment securities present analogous problems. If the
securities are carried at cost and the value has greatly increased,
the problem is the same as in the example I have given of land.
If the securities are carried at market value that may be mis
leading if the block is so large that it can only be disposed of at
substantially less than current quotations or if the block repre
sents control and is, therefore, worth substantially more than
current quotations. The value at which stock of a subsidiary is
carried may also require consideration. If the value is substan
tially less or more than its liquidating value, as shown by the
books of the subsidiary, that should be indicated. In some cases,
however, that may not be enough. A statement that the value
on the balance-sheet of the parent company is the book value
shown on the books of the subsidiary is not very informative and
may be insufficient, even though the balance-sheet is accompa
nied by a balance-sheet of the subsidiary. It may be necessary to
incorporate the substance of any notes on the balance-sheet of the
subsidiary in a note on the balance-sheet of the parent company.
Items such as patents and goodwill, which are ordinarily, and
I think properly, carried at a purely nominal value, present
similar questions. If the value at which patents are carried on
the balance-sheet is a nominal one only and if, in fact, the patents
so carried bring large royalties to the corporation, or are respon
sible for substantial income to the corporation, a note to this
effect should be made. However, I do not think the account
ant should attempt to put a dollar value on the patents.
Goodwill may, perhaps, be treated somewhat differently. I
think there is a question whether any such item as goodwill has
ever belonged on a balance-sheet, but, since it is recognized that
it may be so carried, is it safe to omit goodwill entirely, or carry it
at $1.00, if it is clearly an important factor in the business of the
corporation? I am not sure of the answer, but I incline to the
view that no explanation is necessary. Certainly, if goodwill is
carried at a substantial value, it will ordinarily require an ex
planatory note.
Reserves, including the reserve for depreciation, are other
items which will frequently require annotation. The basis on
which such reserves are set up should, I think, be given. If the
reserves vary from those usually considered necessary or if the
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accountant believes that the reserves are substantially inadequate
or excessive, those facts should be indicated.
The treatment of surplus is a difficult question. Most of the
difficulty arises, I think, from the classification of surplus, which
is, I believe, an unfortunate practice. The corporation laws
which permitted stock without face value are partly responsible
for the practice, but the accountants themselves must also share
the responsibility.
In my opinion surplus or deficit is only a balancing item on the
balance-sheet. It is the arithmetical difference between assets
and liabilities, including capital stock. It is important for the in
vestor to know how that difference was created, but I do riot think
that this can be done accurately on the balance-sheet. I should,
therefore, like to see only one item of surplus on the balance-sheet
and to have the balance-sheet accompanied by an analysis of
surplus, which should show the surplus at the beginning of the
period under review and all credits and charges to surplus during
the period.
Unfortunately, classification of surplus is such a well estab
lished practice that there is little chance that it will be aban
doned. I do think, however, that any classification may convey
to the mind of the investor certain implied representations which
are frequently incorrect and that, therefore, it will often be neces
sary to annotate surplus so as to deny those implied representa
tions. For example, I am afraid that an item “earned surplus”
implies to many investors that the amount is available for divi
dends and that it is the only amount available for dividends.
The availability of surplus for dividends is primarily a legal
question and an extremely difficult one. It is often the case that
the accountant’s figure for earned surplus on the balance-sheet
does not conform to the amount available for dividends, in the
opinion of counsel for the corporation.
It is also fairly common to see a statement on a balance-sheet
that part of the surplus is not available for dividends. The
authority for any such statement should, I think, always be stated,
such as an opinion of counsel or specific provisions in the charter
of the corporation. It is not, however, a statement which I think
an accountant can or should make as his own and I think that he
may incur liability for so doing if his conclusion happens to be
incorrect.
In considering the income statement, I believe that the ac454
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countant should realize that it is being recognized more and more
as the important statement for the investor—more important
than the balance-sheet. As this importance is recognized, the
necessity for accuracy becomes correspondingly important. As
a practical matter I believe that errors in the income statement
are much more apt to be the basis for liability than errors in the
balance-sheet. Since a common method of estimating the fair
market value is to multiply the earnings per share by 10 or some
other arbitrary figure, an error in the income statement is in
practice considerably magnified.
Particular care should be taken with non-recurring items. I
doubt if general statements will usually be enough. Frequently
it will be advisable to specify the nature of the non-recurring
items, and when the amounts of such items are available, I
believe they should be given.
The effect of depreciation and other reserves on the income
statement is so well recognized that it needs little discussion.
I feel, however, that too much emphasis has been put on the rates
at which depreciation is taken and not nearly enough emphasis
has been placed on consistency in those rates, and—what is
perhaps even more important—on the valuation of the assets on
which the depreciation is based. In many cases where a footnote
has been made on the balance-sheet relating to the value at
which assets are carried or to depreciation or other reserves, it will
frequently be necessary to make a corresponding note on the
income statement.
I referred before to the protection which the accountant can
obtain by the form of his certificate. There is no doubt that he
can protect himself in many respects by his certificate, but I do
not think that it is in any sense complete protection. It is
important that the certificate correctly state the scope of the
examination and that it be accurately phrased. It can, I think,
qualify the financial statements by excluding certain questions
which have not been covered because they are outside the field of
accounting. It will often be advisable to include a statement of
the principles and methods which have been followed, such as
the method of taking inventory or of checking accounts receivable.
I do not believe, however, it is desirable to use the certificate as a
substitute for footnotes on the balance-sheet. If any item in the
balance-sheet requires qualifying or explanatory comment, I
believe it is much better practice to carry those comments,
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wherever practicable, as footnotes to the balance-sheet, although
they may also be included in the certificate. In other words, I do
not think that a certificate should be used to correct an incorrect
balance-sheet. Furthermore, I do not think that when a matter
is really within the field of accounting a statement in the certificate
that the accountant does not take any responsibility for it will
necessarily be an effective defense against liability. For example,
I think it is probably effective to state in the certificate that one
is not responsible for the validity of legal title to the properties of
the corporation. I think it is doubtful if a statement that the
accountant did not check the accounts receivable will relieve him
of liability, in the absence of valid reasons for not making such
a check. I recommend that so far as possible notes in qualifica
tion and explanation of balance-sheet items should appear on the
balance-sheet as notes to the particular items affected and not as
qualifications in the certificate or at least that items which are
qualified in the certificate should carry a specific reference to the
certificate. A properly annotated balance-sheet, with a short and
simple certificate which accurately describes the scope of examina
tion, is, I think, more desirable and probably more effective than
a treatise on the things which have not been done. I recognize
that this may lead to cumbersome notes and strange looking
balance-sheets. Perhaps the answer is that if the notes make the
balance-sheet look ridiculous, it is time to consider whether or not
the items in the balance-sheet do not need revision. Probably a
good many balance-sheets would be substantially improved by
revision. I hope to see the number of notes required constantly
decrease as accounting develops and improves.
The accountant can also obtain some protection from certifi
cates furnished by officers of the corporation to the effect that all
facts within their knowledge have been disclosed. Such certifi
cates are valuable, but they must not be relied on to take the place
of the work which the accountant should do himself. The pur
pose of such certificates is to enable the accountant to check the
facts which he has discovered through his examination, not to
take the place of the examination.
Another very important matter for the accountant’s own
protection is the manner in which he keeps his working papers and
records. It is important not only for the accountant but also for
the officers and directors of corporations whose accounts he audits
that he should keep complete records of the work which he does
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and that these records should be prepared at the time the work is
done and should be signed by the man who does it. Such records
will be the chief evidence which he will have in any suits which
may be brought against him in reference to financial statements.
Working papers and records may do more harm than good, how
ever, if they are not entirely accurate. It is very easy for rough
working papers to contain statements which are not entirely
accurate and will be corrected in the final report. Nevertheless,
the existence of such a paper, which contradicts the final report,
may be a difficult thing to explain in a court several years later in
the face of a hostile examination. Even more important is the
danger of including inferences, opinions or recommendations in
working papers, which, for one reason or another, are not followed
in the report. For example, a junior accountant, in going over the
books, may make a note that a certain entry is in his opinion
incorrect. His seniors, however, may not agree with this conclu
sion and may overrule him. In such cases I think it is es
sential that the records should show that the conclusion of the
junior accountant was overruled, not overlooked, and the reasons
for which it was overruled. The best way to avoid those diffi
culties, however, is to insist rigidly that working papers be entirely
accurate, be confined so far as possible to facts and shall not in
clude premature conclusions or criticisms.
I have so far discussed only those things which the accountant
should do in order to protect himself. In the effort to protect
himself, the accountant must remember that he owes a duty to the
corporation which employs him. There are certain risks involved
in doing business as an accountant and those risks must be
recognized and accepted. It is perfectly possible that by leaning
too far backward an accountant may place corporations and their
officers and directors in an extremely difficult position which is not
justified by the facts. It is a fairly common practice for account
ants to write reports or memoranda recommending changes in the
methods of accounting followed by a corporation. I do not mean
to discourage accountants making such recommendations in
unqualified terms where they believe that they are essential to a
sound and honest presentation of the financial condition of the
corporation. I do wish to point out, however, that the form of
such recommendations, if they are matters of opinion, is impor
tant. Such memoranda should clearly indicate that they are
matters of form or judgment and not of substance, so that if the
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officers and directors do not elect to adopt the recommendations it
will not appear that they have followed improper methods against
the advice of the accountant when, in fact, this was not the case.
From the accountant’s own point of view such memoranda also
may be extremely dangerous. I can think of no surer way by
which an accountant may make himself liable than to have pro
duced in court a memorandum submitted by him to a corporation
criticizing the methods of accounting of the corporation in a
matter of substance, followed a few months later by published
financial statements which he certified and in which his recom
mendations are not adopted.
I may have given the impression that I am very critical of the
two acts. While I believe experience will prove that the acts
require amendment in many respects, and that there is far too
much emphasis on detailed information, I believe that the purpose
of the acts is sound and that many of their provisions will prove
to be of real benefit. While the securities act sometimes appears
impossible to work under, I think that the securities commission is
sincerely trying to facilitate operations under that act and that in
a large measure the commission will be successful in that effort. 1
expect that regulations under the exchange act will be adopted
which will prove workable.
I believe that this legislation will give accountants a real
opportunity to develop the practice of accounting on sound and
constructive lines. Let me repeat that accounting practice should
develop on a basis which recognizes that the purpose of financial
statements is to disclose the financial condition of a corporation
and that such statements are not academic exercises in intricate
accounting methods. Failure to recognize this will result not only
in missing the opportunity for constructive improvement of
accounting practice but will also greatly increase the dangers of
liability for accountants. To put it another way, I believe
accountants should deal with the problems which may arise on a
common-sense basis, that the solution of doubtful questions
should be guided by an endeavor to render financial statements
as intelligible as possible to unskilled investors, and that account
ing practices and conventions which are confusing to the investor
should be discouraged.
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The Illinois Bell Telephone Company Case
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The recent decision of the supreme court of the United States in
the Illinois Bell Telephone Company case is so important in
respect to much debated depreciation questions for rate purposes
that a resumé should be of interest to all accountants.
Justice Butler in a concurring opinion took the definite position
that straight-line depreciation is not acceptable for rate purposes.
He said: “Amounts sufficient to create a reserve balance that is
the same percentage of total cost of depreciable items as their age
is of their total service life can not be accepted as legitimate addi
tions to operating expenses.”
The opinion of the court delivered by Chief Justice Hughes did
not go so far as this but decided the issue rather upon the particu
lar facts disclosed. After explaining that the company had used
the straight-line method of computing depreciation, “a method
approved by the interstate commerce commission,” the court held
that, “the point is as to the necessity for the annual charges for
depreciation, as made or claimed by the company, in order to
avoid confiscation through the rates in suit. . . . The question
able amounts annually charged to operating expenses for depre
ciation are large enough to destroy any basis for holding that it
has been convincingly shown that the reduction in income
through the rates in suit would produce confiscation.”
In previous decisions, the supreme court has held that the rate
base on which a fair return is to be computed is “the present
value ” and not the original cost of the property used in the service
rendered. In the United Railways & Electric Co. case (280 U. S.
Pur 1930 A), the supreme court sustained the court of appeals of
Maryland in holding that the allowance for annual deprecia
tion should also be based upon “present value.” In the Illinois
Bell Telephone Company case the court holds that the computa
tion of the annual depreciation provision is not independent of the
rate base. Furthermore, after this decision, it is difficult to see
how straight-line depreciation can ever be sustained as a charge to
operating expenses in determining whether a rate is compensatory
or confiscatory. The decision, it is true, was based upon the facts
of the particular case, but a similar relation between the amount
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of accumulated reserves and the observed depreciation for any
company that has been in business for a substantial number of
years would of necessity seem to exist in all cases in which the
straight-line method has been employed. This is of particular
interest in New York state where the public service commission
has recently prescribed straight-line depreciation as an accounting
requirement for all utilities in the state.
The facts of the Illinois Bell Telephone Company case were
briefly as follows. The Illinois commerce commission on August
16, 1923, reduced rates applicable to part of the intrastate busi
ness of the Illinois Bell Telephone Company effective October 1,
1923. In September, 1923, the telephone company obtained an
interlocutory injunction restraining the commission from enforc
ing the rate reduction on the condition that, if the injunction were
dissolved, the company would refund the amounts charged in
excess of the challenged rates. It was the second time that this
case had been before the supreme court, and that court in its deci
sion of April 30, 1934, reversed the decree of the district court, dis
solved the injunction and required the company to refund the
amounts charged in excess of the rates in this suit during the
whole period up to that date, amounting to approximately a mil
lion and a half dollars a year.
The company in presenting its case had endeavored to sustain
two contentions, which the court held to be contradictory, (1)
that the depreciation charge against earnings on a straight-line
basis was no more than was required in order to provide for the
accruing loss of useful value during the period, and (2) that the
property had been maintained in the best possible condition, was
modern in every respect and that “the existing depreciation in the
property, physical and functional, did not exceed 9 per cent. in the
years 1923 to 1928 and 8 per cent. thereafter,” while the deprecia
tion reserve accumulated on the straight-line basis had reached an
amount in excess of 25 per cent. of the cost of the property. Chief
Justice Hughes in dismissing the injunction said: “The company
has had abundant opportunity to establish its contentions. In
seeking to do so, the company has submitted elaborate estimates
and computations, but these have overshot the mark. Proving
too much, they fail of the intended effect.”
The court defines depreciation as follows:
“Broadly speaking, depreciation is the loss, not restored by cur
rent maintenance, which is due to all the factors causing the ulti
460

The Illinois Bell Telephone Company Case
mate retirement of the property. These factors embrace wear
and tear, decay, inadequacy, and obsolescence. Annual depre
ciation is the loss which takes place in a year. In determining
reasonable rates for supplying public service, it is proper to include
in the operating expenses, that is, in the cost of producing service,
an allowance for consumption of capital in order to maintain the
integrity of the investment in the service rendered. The amount
necessary to be provided annually for this purpose is the subject of
estimate and computation. In this instance, the company has
used the ‘straight line’ method of computation, a method ap
proved by the interstate commerce commission.”

The following discussion of the depreciation charge and com
parison of the accumulated balance of the reserve with the ob
served depreciation of the engineer’s estimate is very concise and
constitutes the clearest statement on this point that has appeared
in any court decision.

“Confiscation being the issue, the company had the burden of
making a convincing showing that the amounts it has charged to
operating expenses for depreciation have not been excessive.
That burden is not sustained by proof that its general accounting
system has been correct. The calculations are mathematical but
the predictions underlying them are essentially matters of opin
ion. They proceed from studies of the ‘ behavior of large groups ’
of items. These studies are beset with a host of perplexing prob
lems. Their determination involves the examination of many
variable elements and opportunities for excessive allowances, even
under a correct system of accounting, are always present. The
necessity of checking the results is not questioned. The predic
tions must meet the controlling test of experience.
“In this instance, the evidence of expert computations of the
amounts required for annual allowances does not stand alone. In
striking contrast is the proof of the actual condition of the plant as
maintained—proof which the company strongly emphasizes is
complete and indisputable in its sharp criticism of the amount of
accrued depreciation found by the district court in valuing the
property. The company insists that ‘ the existing depreciation in
the property, physical and functional, does not exceed 9 per cent.
in the years 1923 to 1928 and 8 per cent. thereafter.’ The existing
depreciation as thus asserted by the company, and the amounts it
shows as the depreciation reserve allocated to the intrastate busi
ness in Chicago (taking in each case the average amounts per
year) are as follows:
Existing
Depreciation
“Years
depreciation
reserved
1923.................................... $11,992,000
$26,797,000
1924.......................................
12,865,000
29,316,000
1925.......................................
13,775,000
32,155,000
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1926....................................
1927....................................
1928....................................
1929....................................
1930....................................
1931....................................

$14,621,000
15,360,000
16,241,000
15,300,000
15,863,000
15,828,000

$35,572,000
39,352,000
42,769,000
44,515,000
45,829,000
48,362,000”

Too little attention has been given by many utilities heretofore
to the interrelation of the rate base and the depreciation charge.
Telephone companies generally have been willing to compute the
annual depreciation charge on a straight-line basis as approved by
the interstate commerce commission, relying on several supreme
court decisions that the rate of return must be calculated on pres
ent value of the plant and not on original cost less computed de
preciation. The case of the company as summarized by the
supreme court appears to bring out the conflict of bases in a very
direct way, and that court has now definitely indicated that a
company can not eat its cake if it wishes to have it for a con
sumer’s party.
On the one hand is the argument that the depreciation charge is
correct and computed in accordance with the requirements of the
interstate commerce commission. On the other hand is the state
ment that the plant “was not functionally deficient, in any prac
tical sense.” Although the balance of the depreciation reserve
increased between two and three million dollars a year during this
period, the company’s counsel stated that:
“The percentage of depreciation in the various classes of plant
did not vary materially during the period, with the exception of
three classes, namely, central office equipment, private branch
exchanges and booths and special fittings. In the case of central
office equipment, there were large installations of new equipment
in 1929 which had the effect of raising the per cent. condition for
the entire class from 92 per cent. for prior years to 93 per cent. for
1929 and subsequent years. In the case of private branch ex
changes, the percentage condition improved gradually from 88
per cent. in 1923 to 94 per cent. in 1930 due to the large propor
tion of new installations and correspondingly large retirements of
the old. In the case of booths and special fittings, the percentage
condition gradually improved from 78 per cent. in 1923 to 85 per
cent. at the end of the period, in this case also because of abnor
mally large changes of booths at pay stations. These are the
changes which in the main account for the fact that the overall
condition of the plant rose from 91 per cent. for the years 19231928 to 92 per cent. thereafter.”
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In view of the definiteness of the above statements, it is not per
haps surprising that the court held that the burden of proof that
the depreciation charges included in operating expenses were fair
and reasonable had not been sustained.

“In the light of the evidence as to the expenditures for current
maintenance and the proved condition of the property—in the
face of the disparity between the actual extent of depreciation, as
ascertained according to the comprehensive standards used by the
company’s witnesses and the amount of the depreciation reserve
—it cannot be said that the company has established that the
reserve merely represents the consumption of capital in the service
rendered. Rather it appears that the depreciation reserve to a
large extent represents provision for capital additions, over and
above the amount required to cover capital consumption. This
excess in the balance of the reserve account has been built up by
excessive annual allowances for depreciation charged to operating
expenses.”
The court’s reference to maintenance as related to the deprecia
tion charge is also interesting:

“In the process of current maintenance, ‘new parts’ are ‘in
stalled to replace old parts ’ in units of property not retired. Such
‘substitutions or repairs’ are separate from the amounts which
figure in the depreciation reserve. The distinction between ex
penses for current maintenance and depreciation is theoretically
clear. Depreciation is defined as the expense occasioned by the
using up of physical property employed as fixed capital; current
maintenance, as the expense occasioned in keeping the physical
property in the condition required for continued use during its
service life. But it is evident that the distinction is a difficult one
to observe in practice with scientific precision, and that outlays
for maintenance charged to current expenses may involve many
substitutions of new for old parts which tend to keep down the
accrued depreciation.”
As already pointed out, Justice Butler goes even further than
the court in taking a definite position against straight-line depre
ciation. He gives a number of tables and statistics in support of
the court’s decision and then concludes as follows:

“From the foregoing it justly may be inferred that charges
made according to the principle followed by the company create
reserves much in excess of what is needed for maintenance. The
balances carried by the company include large amounts that never
can be used for the purposes for which the reserve was created.
In the long run the amounts thus unnecessarily taken from
revenue will reach about one-half the total cost of all depreciable
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parts of the plant. The only legitimate purpose of the reserve is
to equalize expenditures for maintenance so as to take from the
revenue earned in each year its fair share of the burden. To the
extent that the annual charges include amounts that will not be
required for that purpose, the account misrepresents the cost of
the service.
“The company’s properties constitute a complex and highly
developed instrumentality containing many classes of items that
require renewal from time to time. But, taken as a whole, the
plant must be deemed to be permanent. It never was intended
to be new in all its parts. It would be impossible to make it so.
Expenditures in an attempt to accomplish that would be wasteful.
Amounts sufficient to create a reserve balance that is the same
percentage of total cost of depreciable items as their age is of their
total service life can not be accepted as legitimate additions to
operating expenses. In the absence of proof definitely establish
ing what annual deductions from revenue were necessary for
adequate maintenance of the property, the company is not en
titled to have the rate order set aside as confiscatory.”

If this had been the opinion of the court, the situation today
would at least be clearer than it actually is. However, account
ants must realize too well the necessity of deciding cases as they
arise to have any just cause for complaint at the unwillingness of
the court to go further than deciding the case immediately before it.

464

Students’ Department
H. P. Baumann, Editor

Goodwill in Consolidated Balance-sheet Problems
If a company pays an amount in excess of the net assets acquired from an
other, such excess is generally stated on the books of the purchasing company
as a payment for goodwill. If, however, the net assets are not acquired, but
the payment is made for the entire capital stock of the selling company, any
payment in excess of the net assets (book value) of the selling company is
regarded, also, as a payment for goodwill. Such goodwill does not appear on
the books of the purchasing company but arises when the accounts of both
companies are consolidated.
The amount of goodwill, for consolidated balance-sheet purposes, can readily
be ascertained by scheduling the accounts representing the book value of the
subsidiary at the acquisition date, and subtracting this amount from the cost
of the investment, as follows:

Purchase price.....................................................................
Book value of subsidiary:
Capital stock....................................................................
Surplus..............................................................................

$175,000
$100,000
50,000

Total book value.........................................................

150,000

Goodwill purchased.............................................................

$ 25,000

If the par value of the stock in the above case was $100 per share, the
purchasing company’s interest may be stated as follows:
Per share
Total
$150
Net assets.............................................................................
$150,000
25
Goodwill................................................................................
25,000
Purchase price.............................................................

$175,000

$175

The point to be remembered here is, that the value of the goodwill per share
attaching to any purchase is set once and for all at the time of the purchase.
Testing this point, let us assume that 10 per cent. of the stock in the subsidiary
was sold by the parent company for $20,000. The entry to record this sale
would appear on the parent company’s books as follows:
Cash.......................................................................................
Investment in subsidiary...........................................
Surplus..........................................................................
To record the sale of 100 shares of stock in the subsid
iary company:
Sales price................................................... $20,000
Cost.............................................................
17,500

Profit...........................................................
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The balance in the investment account would now show $157,500 and the
parent company’s interest would be but 90 per cent. If the accounts were
now consolidated, we would have:

$157,500
Investment account............................................................
Book value of subsidiary:
$100,000
Capital stock....................................................................
50,000
Surplus..............................................................................
Total book value.........................................................

$150,000

90% thereof.............................................................

135,000

Goodwill...............................................................................

$ 22,500

The total amount of goodwill still owned checks in the following statement
with what was sold when the parent company disposed of 10 per cent. of its
interest in the subsidiary.
Balance
Amount
still
originally Amount
owned
purchased
sold
(100%)
(90%)
(10%)
$150,000 $15,000 $135,000
Net assets....................................... ..................
22,500
2,500
25,000
Goodwill......................................... ..................
Investment account...................... ..................

$175,000

$17,500

$157,500

Let us try our hand with the following problem which involves two purchases
and a sale of stock in a subsidiary.
On January 1, 1933, Company A purchased 80 per cent. (800 shares) of the
capital stock of Company B for $120,000. On June 30, 1933, it purchased the
remaining 20 per cent. (200 shares) for $30,000. This latter block (20 per cent.)
was sold on December 31, 1933, for $40,000, and the profit of $10,000 was
credited directly to surplus. Compute the goodwill arising through consolida
tion.
Companies
Assets

Assets....................................................................................
Investment in Company B:
800 shares at cost........................................................

A
$300,000

B
$200,000

120,000

$420,000

$200,000

Liabilities and capital

Liabilities.............................................................................. $ 30,000 $ 50,000
Capital stock........................................................................
300,000
100,000
Surplus January 1, 1933.........................................................
40,000 20,000
Profits to June 30, 1933..........................................................
20,000 10,000
Profits from July 1 1933, to December 31, 1933 ...............
30,000 20,000

$420,000
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The amount of the goodwill arising through the two purchases may be
scheduled as follows:
1st
2nd
purchase
purchase
(80%)
(20%)
Jan.1, 1933 June 30, 1933
Book value of Company B; at dates of acquisi
tion:
Capital stock........................................................ $100,000
$100,000
20,000
Surplus, January 1, 1933...................................
20,000
Earnings to June 30, 1933.................................
10,000

$130,000

Book value.......................................................

$120,000

80% thereof.................................................
20% thereof.................................................
Purchase price.....................................................

$ 96,000
120,000

$ 26,000
30,000

Goodwill purchased.............................................

$ 24,000

$ 4,000

However, the 20 per cent, purchased on June 30,1933, was sold on December
31, 1933, so that Company A disposed of its 20 per cent. interest in the net
assets and the $4,000 of goodwill which it paid for at the time of the purchase.
The only goodwill appearing in the consolidated statement at December 31,
1933, would be the $24,000 arising from its first purchase which it still retains.
If the problem did not definitely state that it was the second purchase which
was sold, it would be necessary to apply the rule of “first-in, first-out ” to arrive
at a correct solution. The holdings of the parent company at December 31,
1933, would be—60 per cent. of the entire capital remaining from the first pur
chase, and the 20 per cent second purchase. The goodwill arising at the time
of the second purchase ($4,000) would remain the same; that acquired with the
first purchase would be reduced by (20/80) the 20 per cent. sold therefrom.
The following analysis of the first purchase shows that with the sale of the 20
per cent. interest there was included $6,000 of the purchased goodwill, and that
the goodwill at December 31, 1933, would be:

Remaining from 1st purchase.................
2nd purchase..............................................

$18,000
4,000

Total...................................................

$22,000

Original
Sold
Balance
purchase therefrom remaining
(80%)
(20%)
(60%)

Book value of Company B at January 1, 1933:
$100,000 $ 80,000
Capital stock................. ..........
20,000
16,000
Surplus............................ ..........

Totals.......................... ..........

$120,000

$ 96,000

$20,000
4,000

$60,000
12,000

$24,000

$72,000

Purchase price............... ..........

120,000

30,000

90,000

Goodwill......................... ..........

$ 24,000

$ 6,000

$18,000
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Time, however, can be saved in an examination by recognizing that the 80
per cent, interest on hand at the balance-sheet date (December 31, 1933) is
made up of 60 per cent. from the first purchase and the 20 per cent. second pur
chase. The computation can then be made as follows:

1st
2nd
purchase
purchase
(60%)
(20%)
Jan. 1, 1933 June 30, 1933
Book value of Company B at dates of acquisition:
Capital stock............................................................
Surplus, January 1, 1933.......................................
Earnings to June 30, 1933.....................................
Book value...........................................................

60% thereof.....................................................
20% thereof.....................................................
Purchase price.........................................................
Goodwill purchased.................................................

$100,000
20,000
...............
$120,000

$100,000
20,000
10,000
$130,000

$ 72,000

90,000
$ 18,000

$ 26,000
30,000
$ 4,000

In the above examples, the book values were represented by a capital stock
and a surplus account. All problems are not so simple. The following has
caused many students to scratch their heads in an unconscious effort to find
the answer.
The A Company’s balance-sheet at December 31, 1933, contained the follow
ing accounts:

Capital stock authorized........................................................
Unissued stock.........................................................................
Treasury stock (50 shares, par $100) cost..........................
Surplus......................................................................................
Capital surplus (arising from appraiser's revaluation of
fixed assets)......................................................................
Premium on stock (issued at 110)........................................
Reserve for sinking fund.........................................................
Reserve for extension of plant..............................................

$200,000
30,000
7,500
20,000

4,500
17,000
35,320
20,000

On the same date the B Company bought 90 per cent of the outstanding
stock at 170 and acquired the treasury stock and the unissued stock at 150.
Compute, for consolidated balance-sheet purposes, the goodwill arising from
the transactions.
First, it would be well to list those accounts which are a part of the net worth
section in order to ascertain the book value of the net assets at the date of
acquisition.
As the unissued stock and the treasury stock were acquired on the same date
that B Company purchased the 90 per cent. of the then outstanding stock, all
of the authorized capital stock of A Company is outstanding. Hence:

Book value of A Company, December 31, 1933:
Capital stock......................................................................
Surplus................................................................................
Capital surplus..................................................................
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Premium on stock:
Original issue.................................................................
Unissued stock sold to B Company...........................

$17,000
15,000

$ 32,000

Surplus reserves:
For sinking fund.......................................................
$35,320
For extension of plant..................................................
20,000

55,320

Total book value (2,000 shares).............................

$311,820

The treasury stock which was carried at $150 per share was sold to the B
Company at the same price, and has no bearing upon the net worth of A Com
pany. The unissued stock, however, was sold at a premium of $50 per share
and the net worth was increased by (300 shares at $50 premium) $15,000. This
is more readily apparent if the transactions are recorded in “T” accounts.
The next step is to compute the holdings and the purchase price thereof:
Purchase of original outstanding stock:
90% of 1,650 shares.........
1,485
Shares at $170.................
Unissued stock......................
300
Shares at $150.................
Treasury stock.......................
50
Shares at $150.................

Totals..............................

$252,450
45,000
7,500

1,835

$304,950

The computation of goodwill follows:
Purchase price.........................................................
Proportionate book value:
(1,835/2,000 of $311,820)..............................

Goodwill purchased.................................................

$304,950
286,095

$ 18,855

Unless the student consistently hews to the line in determining the book
values of the subsidiary companies, he is apt to find himself wool-gathering at
the end of the allotted time for solving a problem in major-minor holding
companies.
Given the following:

Balance-sheets, December 31, 1933
ABC
Company Company Company

Investment in B Company—4,000 shares
at cost..................................................... $ 600,000
Investment in C Company—800 shares
at cost.................................................
$ 200,000
Other assets...............................................
1,900,000
800,000

$300,000

$2,500,000 $1,000,000

$300,000
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Liabilities....................................................
Capital stock—common:
10,000 shares of $100 each..................
5,000 shares of $100 each..................
1,000 shares of $100 each..................
Surplus—January 1, 1932........................
Net operating income:
Six months ended June 30, 1932........
Six months ended December 31, 1932.
Six months ended June 30, 1933........
Six months ended December 31, 1933.

$ 665,000 $ 300,000 $ 83,000
1,000,000
500,000
700,000

150,000

100,000
100,000

8,000
12,000
35,000
80,000

3,000
5,000
12,000
30,000

1,000
3,000
3,000
10,000

$2,500,000 $1,000,000

$300,000

The A Company acquired 3,750 shares of common stock of the B Company
on January 1, 1933, and a further acquisition was made of 250 shares on June
30,1933, the cost price in both cases being $150 a share. The B Company ac
quired 800 shares of the C Company—an 80 per cent. interest—on June 30,
1932, for $200,000. What is the amount of the goodwill arising in the consoli
dation of the accounts?
The amount of goodwill in the case of B’s purchase of the 80 per cent. interest
in C is easily computed, as follows:

Purchase price......................................................................
Proportionate interest in the book value of C Company
at the date of acquisition—June 30, 1932:
Capital stock....................................................................
Surplus—January 1, 1932..............................................
Income to June 30, 1932................................................

$100,000
100,000
1,000

Total book value.........................................................

$201,000

$200,000

80% thereof......................................................................

160,800

Goodwill purchased.............................................................

$ 39,200

However, in the case of A’s acquisition of its interest in B, it is necessary to
consider, as a part of B Company’s net worth, its interest in the profits of C
Company (B’s subsidiary) earned during the period of B Company's holding.
For example:
Book value

Total
Acquisition by A Company of stock
of B Company:
Capital stock.................................
Surplus—January 1,1932............

$500,000
150,000
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Earnings, for six months ended:
June 30, 1932.............................
December 31, 1932...................
Pro-rata share (80%) of profits of
C Company accruing to B
Company during the six
months ended December 31,
1932:
(80% of $3,000)........................

$3,000
5,000

2,400

Book value, December 31,1932..
75% thereof...........................
Earnings for six months ended
June 30, 1933:
B Company................................
Pro-rata share of C Company:
(80% of $3,000)................

$660,400
$495,300 $562,500

Book value, June 30, 1933..........

$674,800

$67,200

12,000

2,400

37,500

3,760

$529,040 $600,000

$70,960

33,740

5% thereof.................................

Totals......................................

It will be noted:
1. That the 80% interest of B Company in the earnings of C Company
during the period from July 1, 1932 (the date B Company acquired
the 80% interest in C Company) to December 31, 1932, are included
in the net worth of B Company as at the latter date (the date A Com
pany acquired its 75% interest in B Company).
2. That the 80% interest of B Company in the earnings of C Company
during the period from January 1, 1933, to June 30, 1933, are included
in the net worth of B Company, because it was on this latter date that
A Company purchased an addition interest of 5% in B Company.

In this discussion, the examples used treat of “positive” goodwill. Had the
purchase price been less than the book value of the subsidiary at the date of
acquisition, “negative” goodwill (whatever that is) or capital surplus would
have arisen. The methods would have been the same.
I have received many inquiries relative to the so-called negative goodwill.
While the term “capital surplus” is often used, I prefer “surplus arising
through consolidation,” primarily because the term “capital surplus ” is generic.
However, if the examiners require a statement of goodwill and capital surplus,
the candidate should use the same terms in his solution.
Students should be on the alert to discover, whether what may ordinarily
appear to be goodwill or surplus arising through consolidation is not, on the
facts given in the problem, something else. Problem 2 of part I of the examina
tion in accounting theory and practice set by the board of examiners of the
American Institute of Accountants on May 11, 1933, is a good example. In
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this problem, the X Refining Corporation purchased the entire outstanding
stock of the K. O. Producing Company, at a price of $695,000. The adjusted
net worth of the Producing Company at the date of sale was $187,351. On the
surface, it would appear that the difference, $507,649 was paid for goodwill.
The following is quoted from the discussion of the problem and solution which
appeared in the Students’ Department of The Journal of Accountancy, page
138, issue of August, 1933.
“This ‘goodwill’ of $507,649, when contrasted with the K. O. Producing
Company’s net assets of only $187,351, indicates very clearly that the value of
the company’s oil reserves is far in excess of their book cost. From the stand
point of the consolidated group, this $507,649 may be considered as representing
additional cost of the oil properties. Furthermore, the oil will be exhausted in
less than three years at the 1930 rate of production. For these reasons it is
necessary to write off this $507,649 property premium against the income
from the oil property, on the basis of barrels of oil produced.
“If this is not done, the income of the consolidated group will be overstated
for the next three years. Then, when all of the oil has been extracted, the
premium of $507,649 will remain on the books, a worthless asset.”
Some writers indicate that “negative” goodwill may be the result of an over
statement of an asset or assets of the subsidiary. Caution should be exercised
by the student in following this suggestion. He must be absolutely certain
that the data given him in the problem will sustain any such interpretation.
I know of few problems in which the assets of the subsidiary could be reduced
by the amount of the surplus arising through the consolidation. But one does
not know what to expect these days.
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PROBLEMS IN ACCOUNTING, by Hosmer, Sanders and Hanson,
McGraw-Hill Book Company, Inc. 463 pages. 1934.
The latest of the “Harvard Problem Books,” Problems in Accounting, is
intended for general use in the study of accountancy, not only by future
accountants but also by students in other business courses. It uses the case
system as a method of instruction and is primarily a college text-book. It is
divided into five parts.
Part I gives an “introduction to accounts, balance-sheets and operating
statements.” It contains published accounts of certain well known corpora
tions or presents situations, more or less complicated but always plausible
and such as may be actually found in many instances. The cases are grouped
in chapters, each dealing with principal divisions of the balance-sheet such as
current assets and liabilities, prepayments and accruals, fixed assets, etc.
Appropriate questions are asked in each chapter concerning the propriety of
including certain items under the respective headings and other particulars of
treatment. Sometimes the student is asked to state the treatment on books,
balance-sheet or operating statement of transactions cited in the text. Some
of the chapters specifically or incidentally also deal with analysis and ratios.
Part II briefly deals with bookkeeping, defines its function, gives a brief
historical survey of its development, traces items and transactions from journal
to ledger and from ledger to balance-sheet and operating statement, deals with
journalizing and posting and with the closing of books, also with the relation
between statements and books of account, cites cases and gives bookkeeping
problems for solution, explains the use of the work-sheet in segregating the trial
balance into balance-sheet and profit-and-loss items. In each of the chapters
suitable problems are given.
Parts III, IV and V deal with accounting for various items of current assets
and liabilities, plant and depreciations, investment, intangibles and their
evaluation, funded debt and proprietorship, income and expense. A great
variety of problems is given in each chapter, testing the judgment of the
student and his understanding not only of principles of bookkeeping and ac
counting but also of the very essentials of the cases presented.
The book is an interesting addition to the already existing material. It is
apparently not intended for self-study, as no answers to the problems are given
in the book. As in the case of other volumes in the series dealing with account
ing problems, a teacher’s guide or manual is available.
A.van Oss

PRINCIPLES OF ACCOUNTING, Volume I, Intermediate, by H. A.
Finney, Prentice Hall Inc. 765 pages. 1934.
The name of a well known and admired author causes one to pick up a new
volume bearing his name with anticipation of unusual pleasure, or profit, and
it was in this spirit that I opened Principles of Accounting, for Mr. Finney
enjoys a happy reputation as a prolific and able writer, widely and well known
throughout our profession.
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The volume covers a wide territory in its thirty chapters and 534 pages; to
which are added 234 pages containing questions on the text. The opening
chapters are devoted to a brief discussion of single and double entry, of working
papers and of classification of accounts. Then follow five chapters on Com
panies to which I shall refer later; a clear and simple treatment of the elements
of actuarial science, average date and interest; a discussion of notes receivable,
consignments, inventories, instalment sales, depreciation, various assets and
liabilities; closing with chapters on reserve funds, correction of statements,
analysis of working capital, miscellaneous ratios, analysis of profit-and-loss and
two chapters on statement of application of funds.
That field is so large that detailed discussion of it is impossible in a review,
but certain qualities are outstanding throughout the work. The illustrative
examples are numerous, well chosen and really illuminate; the author desires to
place before the reader, as fairly as possible, divergent views which exist on cer
tain controversial matters and, as one would expect, all those details directly
associated with mathematics—such as interest, present values, instalments,
depreciation, ratios, etc.—are excellently set forth. The book, as a whole,
contains a large mass of useful and well arranged information; it will prove
useful to the student as a text-book and to the accountant as a work of reference.
The author’s two chapters on funds and reserves at once dispel any doubt
as to the meanings—and differences—of these two terms. Mr. Finney insists
that a fund must, of necessity, always be an asset, while reserves must always
have credit balances: in other words, they are not hermaphrodites, although,
as Mr. Finney says, there is a tendency to treat them as such in institutional
and municipal accounting.
The above remarks apply to such matters as usually fall within the scope of
an audit of an active corporation; such work as falls on advanced junior, or on
senior, accountants, and is more or less governed by a fixed routine. When
we come to those matters which would be handled by a principal, or by a
managing clerk—which are sometimes indicated by the rather unhappy expres
sion “higher accountancy”—something more must be said. There I feel
obliged to part company with the author, and fear that this feeling will be
shared by many members of the profession.
A typical instance, showing the grounds for such fears, is found in the treat
ment of treasury stock and net worth. While the latter term does not appear
in the index it is frequently used and, probably, all will agree that it is always
the difference between the assets on one side and the liabilities and reserve
accounts on the other. Therefore, the purchase of any treasury stock, whether
at par, at a premium, or at a discount, consumes some asset and reduces the net
worth; similarly, the sale of treasury stock must inevitably lead to an increase
in net worth. Yet Mr. Finney writes on page 89 as follows: “Treasury stock
is acquired at a premium of, say, 10 points. The entry for the purchase of the
stock should be:
Treasury stock.........................................
Surplus......................................................
Cash......................................................

$100.00
10.00

$110.00

“Surplus should be charged immediately with the premium, because the net
worth was reduced at the time of purchase. If the stock is resold: (a) at a
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discount, the net worth is still further reduced, and the transaction should be
recorded as follows:

Cash...........................................................
Surplus......................................................
Treasury stock.....................................

$97.00
3.00

$100.00 ”

The italics are mine and it is possible that Mr. Finney intended to say that,
in the above example, the amount of the discount reduces the net worth—but
I can not resist the impression that a student would be both confused and
misled.
Five chapters are devoted to corporations, which are dealt with in con
siderable detail, a large part of the last of these being devoted to the treatment
of surplus. Here, again, I fear that the majority of accountants will find diffi
culty in subscribing to the opinion expressed on page 110, where after deploring
the lack of a generally accepted definition and a generally observed practice,
Mr. Finney writes, “ No great benefit will accrue from the use of a capital
surplus account until a standardization of practice gives its balance a definite
significance.”
It is true that opinions differ as to what should be included in a surplus ac
count; it is true that the committees on terminology and on earned surplus
have had difficulty in drawing definitions acceptable to all; it may be true that
—as our author says—“a capital surplus balance in a balance-sheet has no
universal and definite significance,” and it is true that while it may be lawful
to pay dividends out of capital surplus in one place, it becomes illegal directly
one crosses an imaginary line and enters an adjoining state.
It is the existence of these very conditions that has led the profession to
divide "surplus” in many parts—so many, perhaps, that there is foundation
for the statement that the word “surplus” should never be used without a
qualifying adjective.
This is not the opinion of any one person but of the great majority of leading
accountants in the United States.
Opportunities seldom occur for a joint expression of opinion by acknowledged
leading authorities, but all will admit that the committee which prepared
Verification of Financial Statements was composed of men of eminence, brought
up in different schools, and often holding divergent opinions; yet in regard to
this matter of surplus they speak freely and positively when they direct that,
when occasion requires, there shall be several surplus accounts, and they name
as examples,
“ (a) Capital or paid-in surplus
(b) Surplus arising from revaluation of capital assets
(c) Earned surplus (or deficit) ”

Similar division of surplus is called for in the federal income-tax returns and,
of still more importance to accountants—in the registration form prepared by
the federal trade commission in administration of the national securities act.
The examples given by Mr. Finney, of a balance-sheet and a comparative
balance-sheet show only one surplus account and, although a detailed analysis
of this is provided for, no reader can form from the balance-sheet any idea as to
the source, or sources, of the amount shown against surplus.
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Frequent recent articles in The Journal of Accountancy seem to confirm
my views and to warrant the statement that the unmistakable trend of our
leaders today is to maintain a number of surplus accounts, among them one in
the nature of earned surplus, which should include all earnings from regular
operations and should exclude all others. For example, would any of our
leading firms today include profit on the sale of treasury stock, from unreal
ized increased appraisals, and from earnings from current and regular opera
tions, all in one account. Surely, the answer must be in the negative.
The opinions expressed in the book lend emphasis to the demand for gen
erally accepted definitions of the various surplus accounts and for a standard
of practice. These things we in this country must work out for ourselves, for—
curious as it may seem—the term “surplus account ” is not to be found in the
encyclopaedic dictionaries of Pixley of Lisle, or Dawson, or of that other friend
of our youth, Professor Dicksee: the use of the term appears to be especially
favored by American accountants.
The volume contains so much that is useful—and this is ably set forth, but
I fear that the views expressed in some statements, on some of the most im
portant subjects, differ widely from those held by the vast majority of leading
accountants. There is danger that a student-reader, finding so much that is
excellent, will accept the book as a whole. In that case he may, in later years,
find himself in difficulties.
Finally, the publishers are to be complimented on the form of the book, on
its printing and, especially, on the use of paper and binding which allow the
pages to lie flat wherever the volume may be opened.

Walter Mucklow
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Manual of Standard Ac
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Witty, Richard A. Report Writing. Incorporated Accountants’ Journal,
September 1934, p. 432-6.

RETAIL TRADE
Accounting
Nelson, Oscar S. Clark Plan of Retail Accounting.
September 1934, p. 242-6.

Accounting Review,

WAGES, FEES, ETC.
Bedaux System
McCall, R. Bedaux System of Labour Measurement.
September 1934, p. 103—12.
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. one can envy the student who
can turn to this volume for reference,
because in years gone by one had to
dig out the history from books not half
so lucidly and entertainingly written.”
N. A. C. A. Bulletin

. not only has he produced a
profoundly arresting and unusually
significant work, but also he has pro
vided for all accountants who really
throb and thrill to the challenge of
their daily tasks, a book in which they
will revel, because of its clear, pungent
presentation and its clever selection
of illustrative material.”
The American Accountant

This history is the result
of many years of labor and research. It reviews the evo
lution of bookkeeping into accounting, beginning with
Pacioli and his school and carrying the historical analy
sis down to the year 1900.
The book is in two parts. Part one devotes ten chap
ters to the evolution of double-entry bookkeeping. Part
two consists of twelve chapters which deal with the
expansion of bookkeeping into accountancy.
The treatment of the subject is original and the
text is entertainingly written.
Advance sales, following a preliminary announce
ment, have been gratifying to author and publishers.
The American Institute Publishing Co. recommends
this authoritative history and believes it will be an in
valuable addition to the library of all who desire knowl
edge of the history of accounting.
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DUTIES OF THE

A

Practical

SENIOR ACCOUNTANT

HANDBOOK
ON

Following the enormous success of Thornton and Rey

COMMERCIAL

nolds’ "Duties of the Junior Accountant” a second vol
ume has been written by

F.

W. Thornton and is now

Law

published for the American Institute of Accountants.

Law for Laymen by Harold

Institute Publishing Co., Inc., to induce Mr. Thornton

Dudley Greeley is recom
mended for those who are pre
paring for the C.P.A. or Insti
tute examination in law.
It presents in simple English
the principles of those sub
jects of commercial law which
are needed by the accountant,
student, banker, business man
and in fact everyone not en
gaged in the practice of law.
The reader is offered a re
view of the whole field of com
mercial law which will give
him sufficient knowledge for
all practical purposes.
The book is pleasantly writ
ten in a conversational tone.
It is an interesting book on
law.

to prepare another text on the closely related subject:

347PAGES —CLOTH BOUND

It has been the good fortune of the American

"Duties of the Senior Accountant.” There have been

numberless requests for a book of this kind which can
be carried about without being burdensome and at

the same time can convey to the senior accountant ad
vice upon many of the points which will arise in the

course of his work in the field and in the office.

The present book is as brief as it could possibly be

made. The author felt, no doubt, that in a book of this

kind there was no room for unnecessary verbiage. He
felt that it was his pleasure and duty to tell in a very

few words his opinion of what should be done. Those

who are familiar with Mr. Thornton’s style will remem
ber that he does not waste words. Here is a brief,

clear and most interesting series of lectures on what
the senior accountant in these modern days should do.

103 pages, cloth bound, pocket size, $1.25 de

Trice $3.50

livered in the United States.
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ACCOUNTS of
AN OIL COMPANY

This important contribution to technical literature is based upon a series of articles which
appeared in The Journal of Accountancy during 1933 supplemented by much new matter

which has not heretofore been published.

The book covers the complex basic problems of oil accounting from the "bringing in” of

a new well through the pumping, piping, refining and distribution of the product.
The opinions expressed and the procedure suggested are the fruit of many years of ex
perience which the author has had in the oil fields of the southwest. In the preparation of his

text he has had the assistance of many other authorities, and the book presents what is

believed to be the most comprehensive and instructive manual available for the guidance
and help of the many accountants and comptrollers who are called upon to deal with

questions not found in other industries.

The series of articles which appeared in The Journal of Accountancy received the highest
commendation from many readers who found the suggestions contained in the articles
most helpful in their own practice or in conducting the accounting department of an oil

company.
The recent attempts to bring about better conditions in the industry under codes of fair

competition and other regulatory measures are discussed in the text, and the author expounds
his proposals for the handling and auditing of accounts in all the fundamental phases of
the industry.

The book consists of 145 pages illustrated by many forms of account. Page size 6" x 9",
cloth bound, price $2.00. Now ready for delivery.
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BALANCE-SHEET

SHEET

By Charles B. Couchman, C.P.A.
A full and clear explanation of the use of the balance-sheet in
the business world of America today and of the problems arising
in the preparation and analysis of the balance-sheet.
An appendix contains statements illustrating various forms
of balance-sheets with a proper display of the elements contained
in them.

CLOTH BOUND
288pages
Price $3.00

This book is particularly valuable to business men, attorneys,
tax consultants, investors and students. It brings together in one
book a complete discussion of its subject. Practically all the
classifications appearing in the balance-sheets of commercial
organizations of standing are covered in this manual.
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FRAUD
ITS CONTROL THROUGH
ACCOUNTS

XIII

audit

Papers
JacKSON

BY

George E. Bennett, ph.d., ll.m.,
c.p.a.

Nearly

every fraud can be prevented

by precaution. Internal check locks the door
before the horse is stolen. It minimizes ac
counting errors and generally leads to

over $2,000,000,000. Nine-tenths of this

Audit Working
Papers

can be saved by internal check adequately

THEIR PREPARATION AND CONTENT

prompt detection of embezzlement.
America loses through fraud every year

applied.

“Fraud, Its Control Through Ac
counts,” by G. E. Bennett, assembles
information about internal check and
describes briefly but comprehensively ac

counting methods which have proved ef
fective in the war against carelessness
and crime.

This book was selected by the American
Institute of Accountants for publication

because of its great importance. Control
lers, bookkeepers, business executives and
managers and professional accountants

will find this book of interest and value.

By
J. HUGH JACKSON
This standard text has been adopted widely
for class-room use and is an important part of
an accountant’s working library.
It discusses the preparation and content of
the auditor’s working papers and shows by
examples how such papers should be prepared,
what information the schedules should con
tain, a statement of the work done, method of
cross indexing, folding and arranging the
various papers and exhibits.
For both the general practitioner and the
student, a reading course on auditing is in
cluded as a bibliography. This is divided
into twenty-five topics with selected refer
ences. These topics have been arranged so that
they form the basis of a collegiate course in
auditing.
This book ought to be a prominent part of
the business literature in the credit depart
ment of every bank or other institution main
taining such a department. To the credit man
it is invaluable as indicating what should be
back of the audited statement submitted to
him.
Ninety-nine charts

Price $1.50

135

pages

American Institute Publishing Co., Inc.
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Cloth bound
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Classified Advertisements
Copy for classified advertising must be in hand at the office of The
Journal of Accountancy previous to the twentieth day of the month
preceding month of publication. Rates for "Help Wanted” and
"Miscellaneous" are $9 per inch or fraction for one insertion; $7 per
inch or fraction each additional insertion. "Situations Wanted.” $5
up to 65 words each insertion.

ACCOUNTANTS’
INDEX SUPPLEMENT

HELP WANTED

Compiled by the Librarian of the
American Institute of Accountants

SALARIED POSITIONS— $2,500 to $25,000
This thoroughly organized advertising service of 25 years’
recognized standing and reputation carries on preliminary
negotiations for positions of the caliber indicated, through a
procedure individualized to each client’s personal require
ments. Several weeks are required to negotiate and each indi
vidual must finance the moderate cost of his own campaign.
Retaining fee protected by a refund provision as stipulated
in our agreement. Identity is covered and, if employed, pres
ent position protected. If you have actually earned over
$2,500, send only name and address for details. R. W. BIXBY,
Inc., 125 Delward Building, Buffalo, N. Y.

SITUATIONS WANTED
Executive Accountant
University graduate in accountancy, desires connection as
accountant or auditor. Now employed as auditor and credit
manager of a manufacturing company located in the Middle
West. Seven and one-half years' accounting experience. Two
seasons public accounting. Thoroughly trained in accounting
from both theoretical and practical viewpoints. Age 37, Protes
tant. Highest recommendations. Moderate salary. Box No. 220,
care of The Journal of Accountancy.

Situation Wanted
C.P.A., member of Illinois Society and American Institute
desires position as senior or assistant controller in commercial
field. Has broad experience in both fields. Location — Chicago
or New York. Age 50. Moderate salary. Box No. 221, care of
The Journal of Accountancy.

• News •
Concise reports of current
events affecting account
ants appear in the Bulletin
of the American Institute of
Accountants — a monthly
news magazine of
accountancy

$1.00 a Year

Reference guide to literature of accountancy January
1, 1928, to December 31, 1931, inclusive

Published by order of the Council of the American
Institute of Accountants, continuing the Institute’s
established principle that a comprehensive key to
the literature of the profession be made available.

The edition is limited and printed from type. There
is no probability of a second printing.
Approximately 650 pages 6" x 9" cloth bound.
Price $10.00 delivered in the United States.
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ACCOUNTING
TERMINOLOGY
A preliminary report of a special
committee on terminology of
the American Institute of Ac
countants. A glossary of ac
counting terms which reflects
present-day usages of the vocab
ulary of the profession. Business
executives, students in account
ing and finance and, above all,
accountants themselves will find
this book a substantial aid in
their work.
126 pages
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Price $1.50

AMERICAN INSTITUTE
PUBLISHING CO., INC.
135 Cedar Street, New York

W hen writing to advertisers kindly mention The Journal

of

Accountancy

EXAMINATIONS
ARE YOU PREPARED?
Statistics show that comparatively small percentages of candidates pass ac
countancy examinations. These percentages could be greatly increased if every
candidate were properly prepared by a thorough course of study.
The ideal preparation is provided by the reputable schools of accountancy,
colleges, etc. But even that may be much assisted, and, if a school course is not
available, a great aid to success may be obtained by reviewing the questions set by
the American Institute of Accountants and adopted by the majority of state boards.

The problems and questions in accounting, auditing and law in ten recent
examinations of the American Institute of Accountants adopted by thirty-seven
state boards are published in one volume, “EXAMINATION QUESTIONS,
MAY, 1927, to NOVEMBER, 1931.”

The American Institute Publishing Co., Inc., also publishes “UNOFFICIAL
ANSWERS TO EXAMINATION QUESTIONS, MAY, 1927, to NOVEMBER,
1931,” prepared by H. A. Finney, H. P. Baumann and Spencer Gordon. These two
volumes are admirably designed for preparatory study and are recommended for
those who are preparing for the Institute or a state C.P.A. Examination.
The questions and answers cover the field of modern examinations.
The number and diversity of problems and questions provide a compre
hensive test.
The problems are weighted to indicate the approximate time which should
be devoted to their solutions.
Messrs. Finney and Baumann have had many years of experience in writing
solutions and answers and in conducting resident courses in training candi
dates for examinations.
Alternative interpretations are discussed.
Short methods of preparing working papers and statements are illustrated.
Two styles of type are used to distinguish the minimum requirements of
satisfactory solutions from the comments and explanations intended for the
student.

All problems appear as they were presented in the examination, without the
hints on difficult points which often appear in textbooks. Thus you are required to
deal with all difficulties yourself, exactly as though you were at an examination.
Explanatory comments and interpretations appear in the solutions.
An index permits concentration on problems of one type if desired. On the other
hand, valuable practice can be obtained in solving an entire examination within the
stipulated time limit.
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Because of the many developments in business practice
and in accounting since the issue of the original volume,
the publishers considered a revised edition might make the
book even more useful. A. B. Cipriani, an accountant of the
firm with which Messrs. Reynolds and Thornton were as
sociated, took the matter in hand and the result is a new
book under the same name as the old one, containing more
information upon those subjects where this appears neces
sary and in addition the introduction of much new material.

“While this book has been written for and addressed to the
junior accountant who will find it of unquestioned service
and help in his everyday work, it can be, in my opinion,
also of very considerable service to the senior accountant and
to the principal. I would unhesitatingly commend the book
to all Canadian accountants who will find in it many valu
able and interesting suggestions which might with profit be
followed.
“I understand some of our leading firms of accountants
made a custom of handing a copy of the original volume to
each young man entering their offices. I am sure that no
mistake would be made in continuing this practice with a
copy of the new volume.”

— The Canadian Chartered Accountant, Toronto, Canada.
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